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PREFACE 


The present Survey is the thirty-ninth in a series of reports prepared by the secretariat of 


the Economic Commission for Europe to serve the needs of the Commission and to help in 
reporting on world economic conditions. 


The Survey is published on the responsibility of the secretariat, and the views expressed in 
it should not be attributed to the Commission or to its participating Governments. 


The pre-publication text of this Survey was completed on 28 February 1986 and made 
available to the 41st session of the Economic Commission for Europe. The final text, 
incorporating minor changes, was completed on 21 April 1986. 


ton. 


EXPLANATORY NOTES 


The following symbols have been used throughout this Survey: 


A dash (—) indicates nil or negligible; 

Two dots (..) indicate not available or not pertinent; 

An asterisk (*) indicates an estimate by the secretariat of the Economic Commission for 
Europe; 
A slash (/) indicates a crop year or financial year (e.g., 1984/85); 

Use of a hyphen (-) between dates representing years, for example, 1983-1985, signifies 
the full period involved, including the beginning and end years. 


Unless the contrary is stated, the standard unit of weight used throughout is the metric 


The term ‘‘billion’”’ signifies a thousand million. 
References to dollars ($) are to United States dollars unless otherwise stated. 
Minor discrepancies are due to rounding. 


The following abbreviations have been used: 


CMEA 
ECE 
EEC 
FAO 
GDP 
GNP 
IMF 
NMP 
OECD 
OPEC 
SDR 


Council for Mutual Economic Assistance 

Economic Commission for Europe 

European Economic Community 

Food and Agriculture Organization of the United Nations 
Gross domestic product 

Gross national product 

International Monetary Fund 

Net material product 

Organisation for Economic Co-operation and Development 
Organization of the Petroleum Exporting Countries 
Special drawing rights 
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Chapter 1 


THE ECONOMIC SITUATION IN THE ECE REGION 


1.1 A SLOWDOWN IN 1985 


This section gives a global view of developments in the ECE region in 1985. The aggregate output of the ECE 
member countries grew by 2.5 per cent, as compared with 4 per cent in 1984. The trade of the region also 


increased more slowly. 


(i) The main features of recent developments 


In 1983-1984 there was an economic upswing in the ECE 
region. Output growth gathered momentum through 1983 and 
well into 1984, also boosting growth in the rest of the world. 
Within the ECE region the strength of the upturn was uneven: 
in western Europe output lagged behind the rising growth rates 
in North America and in the centrally planned economies. In 
the market economies the upswing did not, as in 1978, lead to 
overheating and the reappearance of inflationary pressures: in- 
stead, inflation rates continued to fall. Reflecting the uneven 
nature of the upswing, unemployment in western Europe con- 
tinued to rise whereas in the United States it fell considerably. 
In the centrally planned economies the external constraints 
were loosened: output growth resumed while the current ac- 
count balance continued to improve. 


World output growth declined markedly in 1985 (chart 
1.1.1). Since the average growth rate in the developing countries 
in 1985 remained much the same as in 1984 (it may even have in- 
creased slightly), the main factor behind the deceleration in the 
world output growth was the weaker growth in the ECE region: 
it fell from over 4 per cent in 1984 to around 2.5 per cent in 
1985. This deceleration in the ECE region as a whole was 
largely due to the slowdown in the United States and, to a lesser 
extent, in the centrally planned economies, while in western 
Europe the average growth rate changed little between 1984 and 
1985. An analysis of this diversity of experience in the ECE 
region yields several features which are of interest in assessing 
the prevailing situation and the prospects for the near future. 


The present upswing in the United States attained its peak 
rate between mid-1983 and mid-1984. Measured from the de- 
mand side, the annual growth rate of real total domestic de- 


CHART 1.1.1 
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Source: ECE secretariat estimates; Department of International Economic and Social Affairs of the 


United Nations Secretariat. 


a Output measure is real GDP for market economies and real NMP for centrally planned economies. 


2 The economic situation in the ECE Region 


mand accelerated to some 10 per cent during this phase of the 


upswing, after which it fell back to a more moderate but still 
considerable pace. The growth rate of domestic demand re- 
mained strong in 1985, fluctuating around 3-4 per cent. Thus, 
in terms of demand the upswing lasted through 1985. However, 
on the output side the time profile of growth was more damp- 
ened. Although output responded to changes in domestic de- 
mand, it grew much less, particularly in 1985. On a year-to-year 
basis, real total domestic demand expanded in 1985 at an an- 
nual rate of about 3 per cent in contrast to output growth of 
about 2 1/2 per cent. The increasing gap between domestic de- 
mand and supply reflected the growing excess of imports over 
exports. The expected improvements in the competitiveness of 
the United States’ economy following the depreciation of the 
dollar were not yet in evidence during 1985. From a dynamic 
cyclical point of view, it is interesting to note that the foreign 
balance was increasingly acting as a brake on output growth, 
while demand growth, although moderating, was still strong. 


The relative importance of the various demand components 
has been changing during the upswing in the United States. 
Since 1982 private consumption has been a major contributor 
to output growth throughout the entire upswing. However, 
when total domestic demand grew very rapidly in 1983-1984, it 
was due to an exceptionally strong recovery of investment. 
Later, particularly in 1985, the growth of fixed investment fell 
back sharply and stockbuilding was reduced. It seems that the 
economic forces, which during the early part of the upswing in- 
duced a substantial acceleration in investment, quickly lost their 
strength. At the same time the restraint on investment from 
high real interest rates persisted, although monetary policy, 
judging by the more rapid growth of the monetary aggregates, 
seems to have eased during 1985. Furthermore, the stance of 
fiscal policy was still expansionary and contributed significantly 
to the continued expansion of demand. 


In western Europe there was some recovery in economic ac- 
tivity from the recession in the early 1980s, but not enough to 
ease the unemployment which has reached unprecedented post- 
war levels. In fact, the recovery in output growth did not conti- 
nue in 1985: on average it remained somewhat above 2 per cent, 
the same as in 1984. 


In contrast to developments in the United States, the foreign 
balance was not in general a major factor shaping the recovery: 
the contribution of net exports to output growth was not impor- 
tant for western Europe, although on average it was positive 
and in 1983 was of relevance to the smaller economies. Output 
and domestic demand expanded broadly at the same pace. A 
notable underlying feature in the weak growth of total domestic 
demand in western Europe was that the recovery of investment 
from the recession was unusually weak. Consequently, the up- 
turn in economic activity did not gather the same momentum as 
in the United States. In 1985 investment contributed little more 
than one tenth to the growth of output. Thus the sluggishness 
of growth was largely due to weak investment. Although 
private consumption in western Europe expanded more slowly 
than in the United States, it provided the main support to 
growth: in 1985 it contributed about one half of the increase in 
GDP. As regards the stance of economic policies, they did not 
change greatly. However, some easing in fiscal policy was evi- 
dent and monetary policy became more accommodating. Nom- 
inal interest rates, on average, have been falling but, since infla- 
tion has been falling even faster, real interest rates have re- 
mained, in a longer-term perspective, relatively high. 


In 1985 disinflation continued and even accelerated during 
the year. In western Europe inflationary pressures eased faster 
than in the United States. Inflation fell to rates previously expe- 


rienced in the 1960s. The unexpectedly rapid rate of disinflation 
has created a new situation for economic policies. One of the 
major constraints on policies aiming at faster and stable 
growth, namely, the threat of inflation, on the whole no longer 
exists. This should eventually lead to a reassessment of the ob- 
jectives of stabilization policies. 


In 1985 exports gave considerably less support to growth. in 
the south European countries than in 1984. Total output 
growth declined from over 2 1/2 per cent per year to а modest 2 
per cent. Inflation and unemployment remained higher than in 
the rest of western Europe. However, policies to correct ex- 
ternal balances have been successful: in 1985 the aggregate cur- 
rent account deficit of southern Europe had fallen to less than 
$1 billion, from over $14 billion in 1980. 


In the centrally planned economies of the ECE region, the 
plans for 1985 indicated that economic growth was expected to 
continue at least at the rate attained during the two previous 
years. However, these expectations were not fulfilled. In 1983- 
1984, the average annual rate of increase of net material pro- 
duct (produced) was around 4 per cent, but in 1985 it fell to 
around 3 per cent. There was a slowdown in growth in all 
countries in question. 


These shortfalls in output in 1985 partly reflect the severe 
winter during the early part of the year and, later, a weak agri- 
cultural performance caused by drought in some parts of the re- 
gion. On the other hand, the acceleration in output growth, 
particularly in eastern Europe, during the preceding two years, 
was largely a rebound from a below-potential performance as 
supply bottlenecks and balance of payments constraints eased. 
The underlying growth of potential output has been expanding 
recently at an estimated annual rate of 3-3.5 per cent, below the 
actual growth of output. Developments in 1983-1985 can thus 
be interpreted as a fluctuation around the longer-term potential 
growth rate and the 1985 result would imply a performance be- 
low potential capacity. This, in turn, would suggest that there is 
some scope on the supply side for faster growth in the near fu- 
ture, even with an unchanged rate of growth of productivity. 


In 1983-1984, with an improving world economic situation 
and faster growth in world trade, the centrally planned 
economies were able, applying cautious import policies, to 
improve their external balances and still allow an expansion in 
the domestic absorption of output produced. However, the 
share of the increase in output absorbed by net exports in 1984 
varied considerably, from nearly 10 per cent in Romania to 
some 2 per cent in the Soviet Union. With slower output 
growth, the necessity for a considerable shift of output into the 
foreign balances and the high priority given to raising consump- 
tion have squeezed the resources available for investment dur- 
ing the last decade. Without exception, the share of output 
growth going to investment in 1983-1984 was far below its 
earlier share: in some countries the share of investment in total 
absorption had fallen to 10-15 per cent, compared with 25-30 
per cent in the mid-1970s. In fact, the resumption of faster and 
more efficient investment growth as a necessary condition for 
speeding up the growth of productivity has been evident for 
some time. ! 


In 1985, there may have been a turnround in the pace of in- 
vestment in the centrally planned economies. On the basis of 
still incomplete information, it seems that the volume of invest- 
ment increased faster than output, i.e., absorbed a greater 
share of output growth. The plans for 1986 also point in the 
same direction of an acceleration of investment growth. As re- 


' See section 1.2(ii) below. 
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gards the volume of consumption, which is the other main com- 
ponent of domestic absorption, it seems to have grown on aver- 
age in 1985 at least as fast as output, if not faster. Thus, the 
domestic absorption of output growth, by investment and con- 
sumption together, seems to have increased. This contrasts with 
developments in the immediately preceding years when the 
centrally planned economies were correcting their foreign bal- 
ances. In 1985, the absorption of resources into the foreign bal- 
ance fell sharply in these countries as a whole. In some cases it 
may have fallen to,zero and hence the foreign balance might 
have begun to provide additional resources for domestic ab- 
sorption. This shift to greater domestic absorption in 1985, 
however, was not merely a reflection of changing domestic 
priorities and, perhaps, inertia in the growth of domestic ab- 
sorption. A slower growth of world trade, with a concomitant 
weakening of the export growth of the centrally planned 
economies, was another factor behind the shift. 


(ii) International impulses and imbalances 


The upswing in world output in 1983-1984 gave, with a time 
lag, a strong stimulus to world trade in 1984 after three years of 
decline and stagnation. The pronounced rise in imports into the 
ECE region provided the major contribution to this trade re- 
covery. Outside the region Japan was also an important source 
of world trade expansion. Much of the rapid rise in ECE im- 
ports was due to the United States. Buoyant domestic demand 
was the source of an unusually strong growth of imports into 
the United States. The countries benefiting most from the im- 
port boom in the United States were mainly outside the ECE 
region (Japan, the Asian developing countries and Latin 
America); the impact on exports from Europe was smaller as 
the trade of the European countries is dominated by intra- 
European trade. The subsequent large imbalance in the United 
States current account, which gave rise to increasing concern 
for the stability of the world economy, was the result of a com- 
bination of factors, including the relatively strong growth of 
output in the United States compared with the rest of the world 
and the continuing appreciation of the dollar. It is also im- 
portant to note that in 1984 there was a further considerable 
improvement in the trade and current account balances of the 
non-oil developing countries. 


In 1985 world trade growth lost much of its momentum as 
world output growth slackened. The rate of growth of trade 
was halved in comparison with 1984 (see table 1.1.1). As in 
1984, the trade of the ECE region accounted for the major part 
of this deceleration. The main factor underlying trade develop- 
ments in 1985 was the fall in the rate of growth of imports into 
the United States: at 7 per cent it was more than two thirds 


lower than in 1984, though still above the average growth rate 
of ECE imports. The changing business cycle situation in the 
United States, with a move to slower domestic demand growth, 
lay behind the fall in import growth. The effect of the deprecia- 
tion of the dollar on the competitiveness of the United States 
economy had not yet had time to have an impact on imports. 
Neither was a positive effect on exports evident, as the volume 
of exports from the United States stagnated after growing 7 per 
cent in 1984. The growth rates of imports into western Europe 


and the centrally planned economies were broadly the same as 
in 1984. 


TABLE 1.1.1 


Trade developments 
(Annual percentage change, in volume) 


1982 1983 1984 1985 


Worldimports#. оо ee 
ECEAmportsee ae ae Pea kee 
BCECXpOrtsmiayae ace cat sence 


Wks} Pel 8.2 4.2 
= as} 10.1 6.2 
— 10) 2:2 8.2 4.0 


In the face of a slowdown in world trade, the developing 
countries did not cut back their imports, although the volume 
of their exports may have declined during the year. The erosion 
of commodity prices continued in 1985 and with stagnating or 
falling export volumes the financial situation of the developing 
countries worsened again, thus posing a renewed threat to the 
stability of the international financial system. While the terms 
of trade of the developing countries weakened, those of the 
ECE countries strengthened mainly because of the relative 
stability of the prices of manufactured exports. 


In 1985 current account developments were dominated by the 
further widening of the United States’ deficit, which closely ref- 
lected changes in the trade balance. The growth in the United 
States’ deficit was mirrored in the widening Japanese surplus 
and, to a lesser extent, in the combined current account surplus 
of western Europe. However, the current account balances of 
the developing countries did not continue to improve in 1985. 


In east-west trade the combination of rapid recovery in the 
exports of the centrally planned economies to the west and the 
modest rise in their imports from the west led to a growing east- 
ern convertible currency surplus in 1983-1984. However, the 
recovery in eastern exports to the west suffered a setback in 
1985. Both the weaker import growth in the west and the con- 
straints on eastern export supply contributed to a sharp fall in 
eastern exports to the west. Since eastern import growth did not 
fall, trade balances worsened and eastern current account 
surpluses fell sharply in convertible currency. 


1.2 THE NATURE OF THE PRODUCTIVITY PERFORMANCE IN THE LONGER-TERM PERSPECTIVE 


The economies of the ECE region have suffered from a slowdown in productivity growth since the early 1970s. 
The decline in the market economy countries (1.2(i)) began somewhat earlier than in the centrally planned 


economies (1.2(ii)). 


(i) Productivity in the market economies 


After the Second World War productivity growth accelerated 
greatly in the market economies and high rates of growth were 
maintained until the early 1970s. Since then, however, the pro- 
ductivity performance has weakened considerably. This raises 
the interesting question of what lies behind this faltering of pro- 
ductivity growth. In the last few years the ECE secretariat has 
carried out some research on the subject and, largely on the 
basis of this work, 2 the present note provides a brief account 
and interpretation of recent developments. No attempt is made 
here to survey the extensive literature on the subject. 

In the early 1970s weaker growth and the underutilization of 
existing productive resources were due to a number of factors 
including, for example, the collapse of the Bretton Woods 
system, the oil price shock and the emergence of high rates of 
inflation. The pervasive productivity slowdown in the market 
economy countries occurred in this period and, in fact, stat- 
istical analysis indicates that after 1973 there was a break in the 
trend of productivity growth. 3 Chart 1.2.1 shows clearly this 


2 On the latest research, see section 2.10 of this Survey. 

3 United Nations Economic Commission for Europe, Economic 
Survey of Europe т 1982, New York, 1983, section 1.5(ii). In the Un- 
ited States there had already been a strong productivity slowdown in 
the latter half of the 1960s. See section 2.10 of this Survey. 


deterioration both in western Europe and the United States. 
The growth of labour productivity in western Europe fell from 
an average of slightly over 4 per cent a year before 1973 to less 
than 2 per cent a year after 1973. In the United States the 
corresponding decline was from 2 per cent a year to close to 
ZELOn 


The 1974-1975 recession, induced by the oil shock, was fol- 
lowed by a recovery which was still incomplete when the second 
oil shock in 1979 led to a new and prolonged recession. The lat- 
ter was amplified by the generally anti-inflationary stance of 
economic policies. These instabilities, both exogenously and en- 
dogenously induced, were largely responsible for the consid- 
erable deterioration in productivity growth after 1973, although 
longer-term factors affecting potential output may have also 
had an adverse impact. 


Potential output cannot be directly observed but there are 
several ways of estimating it indirectly. Despite conceptual and 
methodological differences, various estimates for individual 
countries in a number of studies and reports all point to the 
same conclusion, namely, that the pace of potential output 


4 In Canada the drop in productivity growth was of the same order 
of magnitude. 
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growth generally fell after 1973. 5 Thus the weaker productivity 
performance, by dampening the growth of supply capacity, has 
reduced the longer-term growth potential of the market econ- 
omy countries. However, the actual growth of output has lag- 


ged behind even this weaker potential momentum because of 
slack demand. 


The slowdown in productivity growth has been pervasive not 
only across countries but also among sectors. On average the 
fall was of the same order of magnitude in both manufacturing 
and non-manufacturing industries. 6 The following discussion 
concentrates on the slowdown in manufacturing industry which 
is a major determinant of the changing pace of productivity in 
the economy as a whole. 


It is common practice to measure productivity changes in 
terms of labour productivity (output in relation to labour in- 
put), although for a better understanding of the productivity 
slowdown this summary indicator is clearly not sufficient. As 
regards changes in labour productivity (in total manufacturing 
industry) table 1.2.1 shows a general decline after 1973; it also 
shows that the decline was concentrated mainly in the period up 
to the end of 1979. In the early 1980s the slowdown became less 
marked and in some countries, including the United States, 
there was even some acceleration of labour productivity 
growth, although it remained below the rates of the 1960s (for 
more detail see table 2.10.2 in section 2.10). 


TABLE 1.2.1 


Labour productivity 2 changes in manufacturing industry 
(Average annual growth rate) 


Western Europe’ United States 


ОО ees 6.4 2.8 
ее Ба В 155 
О ee ож 3:2 1.8 


а Output рег hour worked. 


> Ten countries. 


In the 1970s the interaction of shocks, imbalances and 
economic policy reactions created a less favourable environ- 
ment for capital formation than had prevailed in the two pre- 
vious decades and investment weakened as a consequence. 
Total fixed investment in western Europe has remained sluggish 
since 1973; even the cyclical upturn in 1983 did not boost invest- 
ment as it did in the United States. On the whole, investment in 
the United States after 1973 has been more vigorous than in 
western Europe. 7 As a reflection of weaker investment in west- 
ern Europe there was a somewhat slower process of substitution 
of capital for labour between 1974 and the end of the decade 
(table 1.2.2). However, there was a rebound in the early 1980s, 
presumably following a more extensive shake-out of labour in 
manufacturing industry. Thus the slower pace of capital 
deepening seems to have been a factor in lowering labour pro- 
ductivity growth in the 1970s but not in the 1980s. 


5 For example, an estimate for the Federal Republic of Germany 
shows that potential output growth decreased sharply from 4.5 per cent 
in the 1960s to 2.6 per cent in the latter half of the 1970s. Monatsbe- 
richte der Deutschen Bundesbank, Nr. 10, Oktober 1981, pp. 32-38. See 
also Economic Report of the President, January 1981, Washington, 
D.C., 1981, table 27, and United Nations Economic Commission for 
Europe, Economic Survey of Europe in 1981, New York, 1982, table 
1.1.28, and Economic Survey of Europe in 1984-1985, New York 1985, 
table 222.5). 

6 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1981, New York, 1982, table 1.1.27. 

7 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985, section 2.2(). 


TABLE 1.2.2 


Changes in capital intensity 2 in total manufacturing in industry 
(Average annual growth rate) 


Western Europe’ United States 


196621973 forties Sail 2.4 
1974-1979 ae ce 5.0 3.2 
ASSO Soiree 5.6 И 


а Real gross capital stock рег hour worked. 
> Ten countries. 


In the United States, in contrast, capital deepening accel- 
erated after 1973, a reflection of more flexible labour markets 
and more buoyant investment than in western Europe. Thus, it 
seems to have provided a positive support to labour productiv- 
ity growth offsetting other negative influences. 


Although there have been some changes in the pace of capital 
deepening they cannot explain the general decline in labour pro- 
ductivity growth in western Europe and the United States. This 
does not of course exclude the possibility that the productivity 
of capital may have been deteriorating. The absolute decline in 
capital productivity (output in relation to capital stock) in many 
countries strongly suggests that this may in fact have been the 
case (see table 2.10.3 in section 2.10). Thus the capital 
deepening process may have become less efficient since the 
early 1970s from the point of view of improving productivity. 


In addition to capital deepening, changes in total factor pro- 
ductivity also influence changes in labour productivity. As table 
1.2.3 shows there has been a general decline in total factor pro- 
ductivity after 1973. It is interesting to note that labour pro- 
ductivity and total factor productivity have followed similar 
movements over time. This suggests that total factor productiv- 
ity has been an important determinant of labour productivity 
growth. There was a large decline in the growth rate of total 
factor productivity between 1973 and 1979, after which there 
was some further slowdown in western Europe but a slight pick- 
up in the United States. However, as table 2.10.3 in section 2.10 
shows, developments in western Europe in the early 1980s were 
far from uniform: there were even a few countries where, like 
the United States, there was some recovery in the growth of 
total factor productivity. 


TABLE 1.2.3 


Total factor productivity а in manufacturing industry 
(Average annual growth rate) 


Western Europe” United States 


об-е. 4.5 Dra 

ОА ЦО neck copra em: 2.6 ; 

1980-1983 screens eae Nee) 0.9 
а See section 2.10 for method of calculation 


+ Ten countries. 


Owing to slack demand after 1973 the degree of resource use 
was generally reduced, particularly during the prolonged re- 
cession in the early 1980s. 8 This obvious decline in efficiency 
underlines the slowdown of total factor productivity. For some 
countries the ECE secretariat has also estimated changes in 
total factor productivity after adjusting for variations in ca- 
pacity utilization (see table 2.10.3, section 2.10). These 
estimates suggest that the growth of total factor productivity 


8 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1983, New York, 1984, table 1.2.11. 
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TABLE 1.2.4 


Relative contributions to changes in labour productivity growth 
in manufacturing industry 


ы Percentage contribution 
Change in of changes in 
sen tesla Capital TFP 
Country Period points) Case* intensity growth? 

POR ow ee a es ee 
ооо eee me eee 1964/73 vs 1973/82 —2.9 I 34 66 
Вар 1963/73 уз 1973/83 —2.0 I 45 55 
II 65 35 
Сала Ча ее 1961/73 vs 1973/83 —3.1 I —16 116 
Il 26 74 
Denmark. sare ees чаи: 1956/73 vs 1973/81 —3.4 I 15 85 
Finland 2.00002 SE AO 1961/73 vs 1973/83 —1.4 I 7 93 
Rrancernuts yee eee ae а 1963/73 vs 1974/83 —2.3 I 4 96 
II 30 70 
Germany, Federal Republicof ......... 1961/73 vs 1973/83 —2.7 I 41 59 
II 52 48 
а ЕЕ о Ц 1961/73 vs 1973/83 —4.9 I 16 84 
Netherlandstsfirce еее 2 tlgere che ete 1961/73 vs 1973/83 —2.4 I 46 54 
Могу ак: иво: 1963/73 vs 1973/83 —3.0 I —10 110 
А eae а See eae is 1963/73 vs 1973/83 —3.9 I 18 82 
United’ Kingdomijae аа rier erent 1961/73 vs 1973/83 — 1.3 I —31 131 
United аира psu corer ee 1961/73 vs 1973/83 —1.7 I —35 135 
II -—6 106 


Note: The contribution of the capital-intensity factor also includes the effects of the changes in the output elasticity of capital. 


a |—without capacity utilization adjustment; 1l—with capacity utilization adjustment. 


> Total factor productivity. 


could have been higher after 1973 had there not been an in- 
crease in unused resources. Thus the “‘true’’ fall in total factor 
productivity growth was probably less than suggested by the 
estimates shown in table 1.2.3, but it was still an important 
factor in the slowdown of labour productivity growth. 


The relative contributions of changes in capital intensity and 
total factor productivity to the slowdown in labour productivity 
growth are shown in table 1.2.4 for individual countries. Three 
groups of countries can be distinguished. In the first, all of the 
slowdown in labour productivity growth is accounted for by a 
corresponding decline in total factor productivity growth and 
changes in capital intensity partially offset the slowdown in 
total factor productivity growth. This group consists of the 
United States, the United Kingdom, Norway, Canada and 
France. However, in Canada and France the adjustment for 
capacity utilization matters a lot. In fact, after the adjustment, 
nearly one third of the slowdown is accounted for by changes in 
capital intensity. 

In the second group changes in labour productivity are 
largely (80 per cent and more) accounted for by total factor pro- 
ductivity. This is the case for Denmark, Finland, Italy and 
Sweden. Unfortunately, it is not possible to adjust for capacity 
utilization in these countries: if it were it would probably in- 
crease the importance of the capital-intensity variable in ac- 
counting for the slowdown. 


Finally, there is a third group of countries where capital in- 
tensity contributed some 30-50 per cent to the decline in labour 
productivity growth. This last group comprises Austria, 
Belgium and, notably, the Federal Republic of Germany. It 
should be recalled that when adjusting the capital stock for 
changes in utilization rates Canada and France also fall into this 
group. 

The estimates presented in table 1.2.4 show clearly that the 
decrease in total factor productivity growth has generally been 
the main factor behind the fall in labour productivity growth. 


In the period from the end of the Second World War until the 


early 1970s, stable and buoyant demand conditions were a 
major influence on the strong productivity performance. The 
experience of stable developments created a business climate in 
which expectations of future growth strengthened and risks of 
serious recessions were reduced as governments were com- 
mitted to full employment. This contributed to a faster rate of | 
fixed investment and thus to a more rapid exploitation of 
technical progress. High demand also drove out resources from 
low productivity activities and consequently improved total ef- 
ficiency. After 1973 conditions changed markedly. Sudden 
changes in relative prices, ? inflationary pressures, lower levels 
of demand and restrictive economic policies created a less 
favourable climate for growth. This new situation had an 
adverse impact on investment and reduced the efficiency of 
resource allocation. The radical change in the overall economic 
situation produced, as described above, a sharp decrease in 
labour productivity growth. A statistical test of the so-called 
Verdoorn Law, which postulates a direct relationship between 
productivity growth and output growth, indicated that it was 
valid both before and after 1973. In particular, a cross-section 
analysis of individual industries suggested that the deceleration 
of productivity growth in manufacturing industry after 1973 
was associated with the widespread fall in output growth. 10 
With the ending of the slowdown in productivity growth in 
the early 1980s it would seem that a major part of the decelera- 
tion was caused by cyclical and other factors of a relatively 
short-term character. The pace of the underlying rate of tech- 
nical progress has presumably not been damaged to the same 
extent as the apparent productivity indicators would suggest. 
The key problem is clearly insufficient infestment. More in- 
vestment is needed to increase productive capacities and to ac- 
celerate the diffusion of new technologies. A move away from 


3 See United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1982, New York, 1983, section 1.S(iii) 
and Economic Survey of Europe in 1983, New York, 1984, section 1.5. 

0 See United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1981, New York, 1982, section I(vi). 


The nature of the productivity performance in the longer-term perspective a 


CHART 1.2.2 
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present economic policies towards a more expansionary stance 
and a commitment to stable growth would improve business 
confidence in the possibility of sustained growth and thus en- 
courage a faster rate of investment. This in turn would improve 
the efficiency of resource allocation and raise productivity in 
general. 


(ii) Productivity in the centrally planned economies 


Since the 1960s there has been a marked deceleration in the 
rate of economic growth of the centrally planned economies. In 
the first half of the 1970s output growth in the material spheres 
of these economies (measured by changes in net material pro- 
duct, NMP) was on average still only slightly below the rate 
achieved in the 1960s. However, there was a general decelera- 
tion in the second half of the decade and this has continued into 
the 1980s. As a result, the average annual rate of NMP growth 
in 1981-1984 (3.1 per cent) was less than half the rate between 
1961 and 1970 (6.7 per cent). The average growth rate in eastern 
Europe fell from 5.7 per cent in the 1960s to 1.8 per cent in the 
1980s, whereas in the Soviet Union the decline was relatively 
less, from 7.1 per cent to 3.6 per cent (see chart 1.2.2). 


Several kinds of influence have been operating on the overall 
productive performance of the centrally planned economies 
and only some of the more important ones can be identified in 
this brief review. The focus here is on the longer term and, 
therefore, the impact of some of the short-term factors, includ- 
ing the external constraints in the early 1980s, is not dis- 
cussed. И The development of the centrally planned economies 
should, of course, be seen against the background of the dis- 
turbances in the world economy in the 1970s and in the early 
1980s, but the economic forces that have shaped the course of 
productive activity have mainly been of domestic origin. Since 
the centrally planned economies are fundamentally full- 
employment economies it is natural to regard supply-side 
factors as the dominant ones in their economic performance, in 
contrast to the emphasis on demand in the market economies. 


Although the relationship between demographic trends and 
economic activity is not a direct one, recent demographic 


11 These have already been analysed by the secretariat. See, in par- 
ticular, United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1982, New York, 1983, section 3.6. 


1971-1975 


changes have had a marked, constraining influence on the po- 
tential for economic expansion in the centrally planned 
economies. This is generally acknowledged in economic policy 
strategies which put greater emphasis on productivity gains as 
a source of growth. The decline in the rate of increase of the 
working-age population has been dramatic: its average annual 
growth rate in 1981-1985 was only half the corresponding rate 
in the 1970s. Labour force estimates (table 1.2.5), which take 
into account changes in participation rates, show a fall in 
growth rates in the first half of the 1980s. When labour is 
fully employed changes in actual employment should closely 
follow developments in the underlying labour force. However, 
labour supply has also been affected by the relative shifts of 
employment from the material to the non-material sphere in 
all the economies concerned. Due to these shifts the rates of 
growth of employment in the material sphere have been 
falling since the 1960s. In recent years the effect of the slow- 
down in labour force growth has been superimposed on this 
relative decline of employment in the material sphere. As a re- 
sult, the average annual growth of employment in the ma- 
terial sphere has fallen from 1.5 per cent in the 1960s to 0.3 
per cent in 1981-1984. Recently employment in the material 
sphere has even declined in several of the countries under re- 
view. 


TABLE 1.2.5 


Labour force in the centrally planned economies 
(Average annual growth rate) 


1961-1970 1971-1980 1981-1985 
Назентетор в асе 0.8 0.8 0.6 
БОЕ еее el Heil 0.9 
ее ре 1.0 1.0 0.8 


Source: ECE data files. 


With a falling net inflow of labour into the production 
process in the material sphere the expansion of output depends 
to an increasing extent on improvements in labour productivity. 
However, the growth of overall labour productivity has not ac- 
celerated. Instead, after a period of steady average growth 
(with somewhat different tendencies in eastern Europe and the 
Soviet Union), there was a general deceleration in the latter half 
of the 1970s (table 1.2.6). 
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TABLE 1.2.6 


Labour productivity 2 in the material spheres 
of the centrally planned economies 
(Average annual growth rate) 


1961-1970 1971-1975 1976-1980 1981-1984 
1890/9075 о одосособае 4.9 Wes 3.4 р 
SovietlWntontemeract erate Sail 4.1 3:2 в 
По Sel 5-1 323 7-1) 


Source: ECE data files. 
а Output per person employed. 


In the 1970s the fall in output growth was at first mostly a 
reflection of the slowdown in the labour inflow, but later on 
lower labour productivity growth also contributed to the down- 
ward trend. Although policies since the mid-1970s have aimed 
more than before at the ‘‘intensification’’ of economic activity, 
increases in labour productivity have remained below the 
targets set in the individual national plans for 1976-1980 and 
1981-1985. Some of the main reasons for this unexpected de- 
terioration in the productivity performance of the centrally 
planned economies can be identified. 


Changes in the summary measure of labour productivity (the 
ratio of output to labour input) reflect not only the productivity 
of labour as such, but also the influence of the productivity of 
the other factors of production, the efficiency with which they 
are used, and the rate of technological progress. If it is assumed 
that improvements in labour quality have continued at an un- 
changed pace (due to higher educational and skill attainments 
of the labour force), elements other than the performance of 
labour itself must have played a more crucial role in the slow- 
down. 


To sustain an unchanged input contribution to output 
growth, the deceleration of employment growth necessitated a 
speeding up of the capital-deepening process (that is, an in- 
crease in capital intensity). However, investment growth has 
been reduced since the mid-1970s and the scope for capital 
deepening has been constrained more than before, despite some 
improvements in the investment process in recent years. 2 
Available statistics on capital-intensity in the material sphere 
(see table 1.2.7) show, in fact, somewhat contradictory ten- 
dencies for individual countries. Nevertheless, they provide 
little proof of a definite increase in capital deepening compared 
with the 1960s; if anything, a slowdown is in evidence in the 
early 1980s. Indeed, enterprises appear to be keeping older 
machinery and equipment in service in order to compensate for 
the shrinking possibilities of capital renewal. !3 Such a slower 
rate of capital equipment write-offs would inflate the capital 
intensity figures and result in an aging of the capital stock. 14 If 


1? See United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985, section 4.4. 


13 See United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1982, New York, 1983, section 3.6. 


13 See United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985, section 4.4. The issue 
of economically obsolete capital stock is well recognized in current 
economic discussion. For example, the GOSPLAN Head, First Deputy 
Prime Minister N.V. Talysin, in a speech presenting the draft 1986 Plan 
to the Supreme Soviet stated (Pravda, 27 November 1985): ‘‘To ас- 
celerate the renewal and modernization of production in all branches of 
the national economy, as a basis for raising its effectiveness and speed- 
ing up the rate of growth, it is intended to raise the retirement of ob- 
solete fixed assets in 1986 1.7-fold by comparison to the annual average 
of retirements in the current five-year plan period (1981-1985). Of the 
total volume of fixed assets coming on stream in 1986, 31 per cent will 
be directed to the replacement of retired assets.”’ 


data on the capital stock measured in efficiency units were 
available, they might indicate a lower rate of growth of capital 
intensity than the published statistics in recent years. The 
required speeding up of the capital-deepening process to main- 
tain output growth under conditions of decreasing growth of 
employment does not, in general, appear to have been achieved. 
Without other influences at work this would have been enough 
to cause a decline in the growth of output and, possibly, also of 
labour productivity. 


TABLE 1.2.7 


Capital intensity 2 
(Average annual percentage change) 


1961-1970 1971-1975 1976-1980 — 1981-1983 

Вырана №. А. 10.4 8.7 8.1 6.8 
Суесвооуака:, ее 3.4 4.4 5.6 5.4 
German Democratic 

IREPUDIC. ce eng creee we 5.6 357 Sef 5.4 
UUs any ere et tee ete ae 3.4 6.3 72 4.5 
Ро а 3.6 6.3 7.0 3.4 
Вотан 9.3 ИУ) 10.2 8.8 
ЗЕЕ ен 8.1 7.6 6.3 6.2 


Sources: Calculated оп the basis of data in Statisticheskii ezhegodnik stran-chlenov SEV 
(CMEA Yearbook) 1984, pp. 17-34, 42; 1985, pp. 41-55, 6l. 


a Fixed assets per person employed in the material sphere. 


Despite the constraints on the rate of capital deepening, the 
consequences for the expansion of output would have been less 
dramatic had the substitution of capital for labour worked 
smoothly. However, changes in the widely used indicator of 
capital productivity (the ratio of output to fixed assets) suggest 
that the contribution of capital input to output has deteriorated 
in the centrally planned economies: for all the centrally planned 
economies, capital productivity in the material sphere has been 
declining. !5 More precisely, the available econometric evidence 
relating to industria! production indicates a weak elasticity of 
substitution between capital and labour !® which, in turn, 
implies that increases to the capital stock have been subject to 
decreasing returns. !7 In these conditions an ever faster growth 
of the capital stock would have been required to compensate 
for losses in output growth due to falling employment growth. 
Since this did not occur, as was indicated by the above analysis 
on capital intensity, it can be concluded that the combined 
volume growth of labour and capital has had, ceteris paribus, a 
retarding effect on output growth. In addition it can be inferred 
that changes in capital intensity itself have contributed to the 
slowdown in labour productivity growth. This is evident from 
the beginning of the 1980s when growth rates of capital per per- 
son employed have been declining. But it may also be true for 
periods of constant or increasing capital-intensity growth be- 
cause of a (more than offsetting) decline in the output elasticity 
of capital. However, it is difficult to establish reliable estimates 
of the orders of magnitude that are involved here. !8 


Changes in total factor productivity have also played a role in 
what has happened to output and labour productivity. In- 


'S See table 3.8.1 in section 3.8(i). 


16 In other words, the available evidence points to an elasticity of 
substitution significantly less than one. 


17 See section 3.8(ii). 

18 Clearly, in the extreme case, given a persistently low elasticity of 
substitution, output growth would be determined only by the growth of 
labour input together with the rate of change of total factor productiv- 


ity. Note that in this case the growth of labour productivity would be 
identical to the growth of total factor productivity. 


The nature of the productivity performance in the longer-term perspective 9 


creases in total factor productivity include two types of in- 
fluence on production: !9 


— technical progress, which refers to the introduction and 
spread of new production methods that enable the economy to 
increase Output with a given input of resources; 


— increases in the efficiency of the utilization of existing re- 
sources, namely, labour, capital and other inputs. They may 
reflect improvements in the planning and management systems 
and/or a faster transfer of resources from production units 
using less efficient production methods to units using more 
advanced techniques. 


One important conclusion of the ECE secretariat’s econo- 
metric work reported in this Survey 20 is that it is not possible to 
calculate very reliable estimates of changes in total factor pro- 
ductivity in the centrally planned economies. However, if 
plausible assumptions are made about changes in the output 
elasticity of capital, it is clear that a fall in the growth of total 
factor productivity must have also occurred: otherwise it would 
not be possible to preserve a ‘‘reasonable’’ accounting scheme 
given the observed slowdown in output and labour productivity 
growth. 


In assessing the reasons for this slowdown in total factor pro- 
ductivity growth, it is interesting to note that the analysis also 
lends support to the interpretation that changes in efficiency 
have played only a negligible role. 2! Some further light on the 
efficiency issue is provided by the secretariat’s calculations 22 
which indicate that, due to rigidities in the structural adjust- 
ment process, the transfer of labour and capital towards more 
productive sectors has been slow and possibly weakening. This 
potential for raising efficiency, and thus total factor productiv- 
ity, has not, on the basis of the secretariat’s calculations, been 
fully utilized. As regards inputs other than labour and capital, 
greater efficiency in their use can also lead to improvements in 
total factor productivity. However, earlier calculations 23 in- 
dicate that the overall efficiency in the use of material inputs 
has not changed significantly. 


Against the background of relatively less favourable develop- 
ments in total factor productivity and the lack of apparent im- 
provements in the efficiency of factor use, it is reasonable to 


19 Tt should, strictly speaking, also include the introduction of new 
products for households and other final use. But for measurement 
reasons these qualitative improvements are often neglected in quantita- 
tive analysis. 

20 See section 3.8(ii). 

21 See section 3.8(ii). 

22 See section 3.8, table 3.8.4. 

United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985, pp. 95-97. 
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argue that the centrally planned economies have not experi- 
enced an acceleration in the pace of technological progress 
which might have counteracted the constraining influences on 
Output growth. 


From the policy point of view this is a worrisome feature, 
considering the increased efforts that have been made to 
promote scientific and technological developments in these 
countries. Given that the rate of growth of investment has been 
falling lately and that fixed investment is in general the main ve- 
hicle for incorporating new technologies into the production 
process, it is not, however, an altogether unexpected develop- 
ment. Thus, policies intended to improve the investment 
process itself have not been successful in overcoming the con- 
sequences for productivity growth of the constraints on the ex- 
pansion of investment. 


To sum up the above discussion, the main supply-side factors 
which have contributed to the falling growth rate of labour pro- 
ductivity in the centrally planned economies appear to have 
been: 


(a) An insufficient rate of capital deepening; 


(b) Decreasing returns on increments to the capital stock (low 
elasticity of substitution between capital and labour); and 


(c) A slowing down or, at best, an unchanged pace of tech- 
nological progress without any noticeable improvement in 
productive efficiency. 


In the light of these conclusions, policies to improve pro- 
ductivity in these countries would need to include at least the 
following: 24 


— Provision for more investment; 
— Improvements in the investment process; 


— A strengthening of policies to promote the diffusion of 
new technologies; 


— Policies to facilitate structural adjustment, including 
labour retraining schemes; 


— Further changes in the planning and management systems 
since it now seems evident that the changes introduced at the 
end of the 1970s and at the beginning of the 1980s have not been 
sufficient to improve the efficiency of resource allocation. 


24 Judging by the strategies announced in the draft five-year plans 
for 1986-1990 and, in some cases, also for the period up to the year 
2000, most of the centrally planned economies seem to envisage policies 
broadly in line with these conclusions. See, for example, Guidelines for 
the Economic and Social Development of the Soviet Union for 1986- 
1990 and for the period ending in 2000, Moscow, Novosti Press Agency 
Publishing House, 1985, рр. 16-17, 23-24 and 26-31; and ‘‘Complex 
Programme on Scientific and Technical Progress of the CMEA Mem- 
ber Countries up to the Year 2000’’, Ekonomicheskaya Gazeta, No. 52, 
December 1985, pp. 4-8. 


1.3 APPRAISAL OF THE CURRENT ECONOMIC SITUATION AND SHORT-TERM PROSPECTS 


Some slowdown was expected in the rate of growth in the 
ECE region as a whole in 1985, but the actual deceleration was 
stronger than expected. Total output grew by about 2 1/2 per 
cent compared with 4 per cent in 1984. The ECE secretariat’s 
view is that growth in 1986 should recover to about 3 1/2 per 
cent. 


The weaker growth in the market economies was almost en- 
tirely due to a slowdown in the United States. Although the rate 
of growth fell, the upswing nevertheless continued and the risk 
of recession receded during the year—a development to which 
timely adjustments in economic policies contributed. An 
important aspect was the slower pace of investment, private 
consumption being the main support to the continued upswing. 
A further decline in rates of inflation was expected, but the ac- 
tual decline in 1985 was much more than anticipated. 


At the end of 1985 official forecasts indicated that the up- 
swing would continue for a fourth year at a modest, although 
perhaps slightly higher, rate of growth of output and that infla- 
tion would fall still further. Given the outlook for growth, there 
was little prospect for a significant reduction in unemployment, 
particularly in western Europe. 


However, the prospect for 1986 has now altered considerably 
because of the surprisingly steep fall in oil prices in the be- 
ginning of this year. It will give a significant boost to aggregate 
demand in the market economies and should strengthen the 
prospects for output growth and, in particular, for investment. 
The other important effect will be on inflation: actual rates and 
expectations had already fallen considerably by the end of 1985; 
the consequence of the fall in oil prices will be to bring the mar- 
ket economies, on average, into a non-inflationary situation in 
1986. For the first time in many years it will be possible to adopt 
policies to improve growth and employment without running 
the risk of a resurgence of inflation. Growth in the market 
economies of the ECE region in 1986 could reach 3 1/2 per cent 
or more, which would open the prospect of a return to lower 
levels of unemployment. The fall in oil prices and the faster rate 
of growth in western Europe could also lead to a marked im- 
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provement in the outlook for southern Europe, where the pros- 
pects for economic activity in 1986 had been modest. 


Growth also weakened in 1985 in the centrally planned 
economies and the 3.5 per cent achieved was less than expected 
in the annual plans. This rate of growth also appears to have 
been somewhat less than the underlying growth of potential 
output. The reasons for this weaker performance were es- 
sentially of a temporary nature. Thus, at the end of 1985 there 
was already some potential for faster growth in 1986. The an- 
nual plan targets do in fact imply an acceleration in the ag- 
gregate growth of NMP in eastern Europe and the Soviet Union 
to about 4 per cent. These targets, however, were set before the 
fall in oil prices. Lower oil prices will now have an adverse ef- 
fect on export earnings and, perhaps, on output growth in the 
centrally planned economies. On the other hand, their exports 
may benefit from the higher rate of growth in the developed 
market economies, particularly in western Europe. On balance 
output growth is likely to fall somewhat below the targets 
implied in the annual plans. 


Reflecting the slowdown in world output growth, world 
trade in 1985 decelerated sharply to about half its rate in 1984. 
Changes in the trade of the ECE region were mainly responsible 
for this development. The quickening of output growth in the 
ECE region as a whole in 1986 should, similarly, lead to a faster 
rate of expansion in world trade than in 1985. The developing 
countries could benefit from this improved outlook even 
though the terms of trade may still be moving against them. 


Other things being equal, the improved outlook for output 
growth in the developed market economies should lead to more 
east-west trade in 1986. However, as stated above, the fall in oil 
prices will have a major impact on the export earnings of the 
Soviet Union and eastern Europe. The Soviet Union’s terms of 
trade with the west will deteriorate, and the same may be true 
for most east European countries. These developments could 
lead to pressures to curtail imports from the west, although the 
outcome will depend on policies towards, and the availability 
of, external financing. 


Chapter v4 


THE MARKET ECONOMIES 
OF EUROPE AND NORTH AMERICA 


2.1 SUMMARY OF THE MAIN DEVELOPMENTS IN 1985 


This section gives an overview of the main changes in the market economies of the ECE region during 1985. 
Output growth weakened in North America, but the more modest rate in western Europe was maintained. 
Inflation continued to fall, especially in the second half of 1985, but employment rose only marginally and 
unemployment continued to rise. The United States current account deficit widened but western Europe had a 
surplus of some $20 billion. These developments are discussed in subsection (i) and (ii) while fiscal and monetary 


policies are reviewed in subsection (iii). 


(i) Output and demand 


The recovery in the growth of output in the market 
economies of the ECE region faltered in the first half of 1985. 
In western Europe, GDP in the four larger economies fell in the 
first quarter mainly because of the harsh winter which de- 
pressed output in the construction industry (particularly in 
France and the Federal Republic of Germany). After a modest 
recovery in the second quarter west European output strength- 
ened in the second half of 1985 and for the year as a whole ag- 
gregate west European growth was about 2 1/4 per cent, more 
or less as forecast at the beginning of the year 25 and the same as 
in 1984. In the United States, GNP growth decelerated sharply 
in the second half of 1984 and remained sluggish in the first half 
of 1985 (at around a 2.3 per cent annual rate compared with 
some 9 per cent in the first half of 1984). 26 After sluggish 
growth in the second quarter, output picked up in the United 
States, partly under the influence of financial incentives to 
boost automobile sales. However, for 1985 as a whole, GNP 
growth was about the same as the average for western Europe 
and two thirds lower than the rate in 1985. Thus the large gap in 
output performance between the United States and western 
Europe, a gap that had characterized the recovery from early 
1983 to the end of 1984, virtually disappeared in 1985. For the 
market economies of the ECE region as a whole, there was a 


25 See United Nations, Economic Commission for Europe, 
Economic Survey of Europe in 1984-1985, New York, 1985, p. 19. 

26 The history of recent cyclical developments in the United States 
has been affected by the publication in December 1985 of revised na- 
tional income and product accounts. The revisions, which include a 
shift in the base period from 1972 to 1982, are particularly large for re- 
cent quarterly estimates (seasonally adjusted annual rates) of GNP 
growth: 


1984.1 1984.2 1984.3 1984.4 1985.1 1985.2 1985.3 
CO) tals Page oe Seer coro 10.1 fal 1.6 43 0.3 1.9 4.3 
оне: : 11.4 Sal 2.1 0.6 Sheil 1h 3.0 


These changes are largely due to corrections in the time of recording 
merchandise exports and imports. See United States Department of 
Commerce, News, BEA-85-63, Washington D.C., 20 December 1985. 
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fairly sharp deceleration in growth between 1984 and 1985, 
from 4 1/2 per cent to some 2 1/2 per cent, almost entirely due 
to the slowdown in the United States. 


Growth in western Europe in 1985 was strongly supported by 
private consumption, which rose on average by 2 per cent (1 per 
cent in 1984) and accounted for nearly half of the increase in 
GDP. Public consumption, stockbuilding and fixed investment 
were all slightly weaker than in 1984. 


The modest increase in aggregate capital formation (up 1.7 
per cent) conceals a marked improvement in business invest- 
ment in machinery and equipment behind a continuing de- 
pression in construction and dwellings. Business survey 
evidence suggests that business investment in 1985 was increas- 
ingly directed toward increasing capacities, in contrast with pre- 
vious years when the emphasis had been on rationalization and 
labour saving. The data available so far suggest that in most 
countries the increased investment was mainly in the manu- 
facturing sector. The weakness of investment in the construc- 
tion sector reflects the continued restraint on public sector 
investment and the structural problems of the housing sector in 
many countries. The demand for housing has been affected by 
the relatively low growth of disposable income in most of 
western Europe and high real interest rates. Behind these broad 
tendencies is a relatively large degree of inter-country variation 
(for details, see below section 2.3). 


Exports continued to grow quite strongly (by some 5 1/2 per 
cent, compared with nearly 7 per cent in 1984) and the net con- 
tribution of the foreign balance to growth was about the same 
as in 1984 (about 17 per cent of the increase in GDP). However, 
the role of the foreign sector has varied a lot among individual 
countries. In general, it was the predominant source of growth 
in the smaller economies in 1983, but by 1985 the contribution 
of the real foreign balance was on average zero or slightly nega- 
tive (Austria and Switzerland are the notable exceptions in 
1985). In 1984 and 1985 the stimulus from the foreign sector 
was relatively greater for the four larger economies (except for 
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Italy and the United Kingdom in 1984), although accounting 
for less than a quarter of the growth in output. 


The contribution of stockbuilding to GDP growth in 1985 
was generally quite small and in some of the smaller 
countries of western Europe de-stocking had a dampening ef- 
fect on domestic demand. There was a sharp turnround in 
the stock cycle in the United States: after contributing 
strongly to growth in 1984, stock changes were slightly nega- 
tive in 1985. 


In the United States both private and public consumption 
continued to rise strongly in 1985: private consumption rose 4 
per cent compared with 4.4 and 4.6 per cent in 1984 and 1983 
respectively, while public consumption rose by some 5.3 per 
cent after growth of 4.3 and 1 per cent in 1984 and 1983. The 
slowdown in 1985 was due to a marked deceleration in fixed in- 
vestment, de-stocking and the continued drag of the trade de- 
ficit: import growth in 1985 was considerably less than in 1984 
but exports fe// by 3 per cent. 


In southern Europe GDP growth in 1985 was about 2 per 
cent—not very different from the rest of western Europe but 
well below expectations at the start of the year. The main 
source of growth continued to be the foreign sector, al- 
though there was some recovery of domestic demand 
(mainly in Spain). In some countries the collapse of fixed in- 
vestment over the last five years seems to have come to an 
end, but the recovery is not universal and, so far, is not 
very strong. 


The recession of 1980-1982, and the subsequent recovery, 
affected the various sectors of the market economies in dif- 
ferent ways. During the downturn the absolute level of output 
fell in manufacturing and construction. In western Europe, 
output in these two industries fell on average by 3 and 6 per 
cent respectively, between 1979 and 1982; in the United States 
the fall was much greater: 8 and 16 per cent. Agricultural 
output increased by some 12-13 per cent over the same period 
but the main support to GDP growth came from the service 
sector, which continued to grow during the recession by just 
under 4 per cent in both western Europe and North America. 
This may have reflected the continuation of an underlying 
change in the structure of output but, traditionally, there have 
always been relatively milder cyclical fluctuations in service 
output. 


During the recovery period, 1982 to 1985, there has been a re- 
covery of manufacturing output in western Europe (up 7 1/2 
per cent, on average) and, especially, in the United States (up 19 
per cent). The growth of output in the service sector has ac- 
celerated in the upswing, although it has grown less than manu- 
facturing output: significantly less in the United States, mar- 
ginally so in western Europe. Agricultural output has grown 
much more slowly during the recovery period than during the 
recession. This is true of both the United States and western 
Europe and reflects the loss of overseas markets (particularly 
for the United States) and changes in farm support policies. 
Thus, in both western Europe and the United States, the 
sectoral pattern of output changes during both the recession 
and the recovery has been very similar, although the pace of 
change has differed considerably. Another point to note is that 
the relatively fast growth of the service sector, on which much 
attention has been focused, is partly (even largely) due to the 
different cyclical sensitivity of the service and non-service 
sectors. 27 


27 However, services have expanded much faster than industry in 
terms of employment. See below, section 2.6. 


(ii) Inflation, labour markets, and the balance of payments 


Against this background of modest output growth, inflation. 
rates continued to fall in 1985 and, in general, by more than was 
expected at the beginning of the year. The anti-inflationary 
stance of monetary and fiscal policies in most individual 
countries has been reinforced by the continued fall in world 
commodity prices. In western Europe (and Japan) these 
favourable influences have been amplified by the appreciation 
of exchange rates against the dollar—in a number of countries 
(France, the Federal Republic of Germany, for example), im- 
port prices in local currency fell during the year. After a brief 
check in the second quarter of 1985 (mainly due to the effect of 
higher interest rates), the deceleration of consumer prices was 
unexpectedly rapid in the second half of the year: from an aver- 
age year-on-year increase of 5 1/2 per cent in western Europe in 
the second quarter the rate fell to around 4 1/2 per cent in the 
last quarter. In the Federal Republic of Germany, Denmark 
and Switzerland the price level actually fell between the second 
and third quarters. The deceleration was even more marked in 
the case of producer and input prices: input prices fe//, on aver- 
age, in the second half of the year. The exchange rate changes in 
1985 have worked in the opposite direction in the United States, 
although, so far, there appears to have been little pressure from 
higher import prices on the domestic inflation rate, which has 
remained around 3 1/2 per cent. 


Another aspect of declining inflationary pressure in the last 
four years has been the sharp deceleration in unit labour costs. 
In 1985 this downward trend was checked: in general, pro- 
ductivity growth was weaker while nominal wage growth, al- 
though remaining modest, more or less stabilized. (However 
inter-country differences in wage and unit labour cost growth 
remain quite large: see section 2.4.4.) Profit shares, although 
no longer rising strongly as in 1983 and 1984, have been sup- 
ported by the weakening of import prices: producers’ output 
prices decelerated strongly in 1985 but prices of raw material in- 
puts were even weaker and were actually falling in most 
countries from the second quarter. 


Inflation rates in southern Europe still remain much higher 
than in the other market economies—excluding Spain, rates of 
increase ranged between 18 and 71 per cent in 1985, with some 
deterioration during the year in Greece and Yugoslavia. 


An important element in the inflation process consists of the 
expectations of producers and consumers regarding the likeli- 
hood of future price increases. These are notoriously difficult 
to measure, but the available survey data for western Europe 
suggest that these have fallen steadily in the last two years (see 
below, section 2.2 for details). 


Employment in the market economies rose again in 1985, for 
the second year running. But the increase was small (less than 
1/2 per cent) and was concentrated in North America. In west- 
ern Europe the average increase was about 0.6 per cent, com- 
pared with 2 per cent in the United States, where employment 
had already risen by 4 per cent in 1984. However, in western 
Europe the improvement in employment was still less than the 
increase in the labour force so that unemployment continued to 
rise, although at a much lower rate than in the last few years. In 
the United States employment growth has kept ahead of in- 
creases in the labour force and the average unemployment rate 
in 1985 (7 per cent) was lower than in 1984. In western Europe 
unemployment in 1985 was between 10 and 17 per cent of the 
total labour force in six countries and for 13 countries averaged 
nearly 10 per cent. By mid-1985 the number of persons un- 
employed in the market economies (excluding southern Europe) 
was about 22 1/2 million, about 57 per cent of them in western 
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Europe. In southern Europe unemployment rates are very high 


(over 20 per cent in Spain and Turkey in 1985) and generally 
worsened during the year. 


An important aspect of the recent recovery of employment is 
that the new jobs are not, in general, going to those who lost 
their jobs in the recession. Between 1979 and 1983 most of the 
job losses were borne by males working in industry, but in the 
recovery (1983-1985) most of the new jobs have been in the 
service industries and have gone mainly to women. In western 
Europe about nine tenths of the rise in employment is ac- 
counted for by women and in the United States the proportion 
is close to three fifths. Another characteristic of employment in 
western Europe 28 is the large and growing proportion of part- 
time work in the total, a feature which is closely correlated with 
the growth of female employment in services. One implication 
of this is that the recovery of employment in terms of hours 
worked (or of full-time equivalents) is very much weaker than is 
implied by the figures for the number of people employed. 


The uneven distribution of trade and current account bal- 
ances worsened still further in 1985. The United States’ trade 
deficit widened to some $140 billion and with a falling invisibles 
surplus the current account deteriorated to an estimated $110 
billion. The counterpart of this deficit has been largely con- 
centrated in Japan, where a rising trade surplus and a falling in- 
visibles deficit have led to a current account surplus of some $47 
billion in 1985, and the Federal Republic of Germany, where 
the current account surplus reached $16 billion. Western 
Europe as a whole had a current account surplus of about $20 
billion: the United Kingdom’s surplus increased, France moved 
slightly into surplus and some of the smaller countries (the 
Netherlands, Norway and Switzerland) maintained significant 
surpluses. Among the larger countries Italy was exceptional 
with a deterioration of both the trade and current accounts. In 
southern Europe the adjustment policies of the last few years 
have been largely successful in correcting the large current ac- 
count deficits that emerged after the two oil shocks. In 1985 
Spain and Yugoslavia had increased current account surpluses, 
while in Portugal the deficit was eliminated and in Turkey much 
reduced. Only Greece had a larger deficit. 


(iii) Fiscal and monetary policies 


The particular mix of fiscal and monetary policies among the 
individual countries has led to a capital inflow into the United 
States which has not only financed the current account deficit 
but has also led to a prolonged appreciation of the dollar: bet- 
ween mid-1980 and the first quarter of 1985 its nominal effec- 
tive appreciation was some 60 per cent. Against the dollar the 
major west European currencies depreciated sharply: the 
French franc by 57 per cent, the Deutschmark by 45 per cent, 
the pound sterling by 43 per cent and the Swiss franc by 40 per 
cent. The Japanese yen depreciated much less: at its lowest 
point—at the end of 1982 and in early 1985—it was never more 
than 12 per cent below its 1980 value against the dollar. In terms 
of effective rates the depreciations were generally less sharp 
than against the dollar alone. 


Credit conditions began to ease in the United States in mid- 
September 1984 and a more expansionary monetary policy led 
to short-term interest rates falling some 3 points by January 
1985. However, the dollar continued to rise until February 
when the west European central banks, with some help from 


28 Part-time employment is relatively much less important in the 
United States, but there are signs that it is increasing there as well. 


the United States, sold several billion dollars in an apparently 
successful attempt to break the upward momentum. The easing 
of United States’ interest rates and increasing evidence of a 
slowdown in economic growth were the principal factors be- 
hind the weakening of the dollar, but since the bulk of the 
world’s foreign exchange transactions are unconnected with 
trade in goods and services, changing expectations also played 
an important role. Expectations of a further easing of United 
States’ monetary policy were increased by fears of a banking 
crisis in the spring; in May the Federal Reserve lowered the dis- 
count rate to 7.5 per cent, the lowest level since 1978. In ex- 
plaining this action the Federal Reserve expressed its fears as to 
the deflationary impact of the high dollar on the American 
economy. The dollar then declined fairly steadily and by the 
end of August its effective rate was about 10 per cent below its 
February peak. At the end of the summer the publication of 
favourable statistics on the trade deficit and unemployment led 
to a recovery of the dollar in September, but this was quickly 
brought to an end by the co-ordinated selling of dollars by the 
Group of Five and by the subsequent rise in Japanese interest 
rates. At the end of January 1986 the value of the dollar against 
the yen was nearly 25 per cent lower than in February 1985. In 
fact, the yen has fully reversed its previous depreciation. The 
decline of the dollar was slightly more (28 per cent) against the 
Deutschmark and the French and Swiss francs, and somewhat 
weaker against the pound sterling (the latter appreciated con- 
siderably in March-November 1985, but since then has depre- 
ciated against a basket of currencies, including the dollar). 
However, the value of the dollar in terms of the main European 
currencies was still above its average level in 1980. 


As already noted, short term interest rates in the United States 
fell in the last quarter of 1984 before rising again in January 
1985. In the other industrial countries rates moved slowly down, 
large falls in the inflation rate leading to larger reductions in 
Italy, but moved up again in February as the dollar streng- 
thened. The rebound was particularly marked in the United 
Kingdom where the three month interbank rate rose over 4 per- 
centage points, to 14 per cent, between the beginning of January 
and the end of February: this increase was partly due to the sen- 
sitivity of sterling to oil price expectations. Market interest rates 
generally fell again in the second quarter, both in the United 
States and western Europe, but signs of faster economic growth 
(see above) led to a firming of rates in the United States which 
continued to the end of the year. There were some temporary 
increases in France and Belgium as a result of speculation of 
further EMS realignments: following the realignment of the lira 
in July tensions increased within the EMS for a while as out- 
flows from the dollar moved predominantly into the Deutsch- 
mark and the Dutch guilder. However in the last quarter of 1985 
the trend in western Europe was generally downward, with offi- 
cial rates being reduced in France, Belgium and Italy. In Japan 
there was a sharp increase in interest rates in late October as part 
of the government’s efforts to encourage the appreciation of the 
yen against the dollar. There was a rise in the Federal Republic 
of Germany in response to the Japanese increase, but this was 
brief as the authorities soon made it clear that they were not 
trying to influence exchange rates by raising interest rates. There 
was some slight firming of rates towards the end of the year. 
Thus the tendency for a gradual fall in interest rates continued 
through 1985. In the last quarter short-term rates in the United 
States were some 1.2 points below their average in the last 
quarter of 1984. In western Europe the fall was generally much 
smaller (in France they were nearly 2 points lower, but in the 
United Kingdom nearly 2 points higher). The fall in long-term 
rates has generally been less than in short-term rates, except in 
the United States. 


14 The market economies of Europe and North America 
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Quarterly indices of exchange rates, 1982—1985 
(1980 = 100) 
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TABLE 2.1.1 


Changes in actual and structural financial balances of 
general government 1983-1985 
(Per cent of GDP/GNP, change over the previous year) 


1983 1984 1985 
А B A B A B 

BEANGOL ae oly eM soca SEL. — 0.3 0.2 0.3 1.2 —0.5 -- 
Germany, Federal 

аа weer 0.8 1:3 0.5 0.5 0.8 0.5 
ПЕ еее рее 0.2 1.7 —1.2 —0.2 0.1 0.1 
United Kingdom........ —1.4 —1.3 -0.1 -04 04 0.2 

а —0.1 0.6 0.1 0.4 0.2 0.2 
8smallereconomies>.... 0.2 0.3 1.6 il 0.8 0.4 

Total westernEurope.. — 0.5 0.4 0.6 0.4 0.3 

WnitediStates, и —0.3 —0.7 0.7 —0.7 —0.5 —0.3 


————— —————E—————— eee 
Source: OECD, Economic Outlook, Paris, December 1985. A positive sign indicates a 
‘ightening of policy. European groups weighted by 1982 GDPs. 
Note: A-Actual, B-Structural. 
з Forecasts. 


> Austria, Belgium, Denmark, Finland, Ireland, the Netherlands, Norway and Sweden. 


The stance of economic policies in 1985 remained fairly re- 
strictive and their basic orientation was unchanged from the 
previous two years. Fiscal policies in western Europe have con- 
tinued the adjustment towards surplus in the cyclically ad- 
justed, or structural, deficit, although in France, Italy and the 
United Kingdom the degree of restraint was actually less than 
anticipated at the beginning of the year. One reason for this is 
that the reduction in general government expenditure has been 
hampered by the increase of interest payments on higher levels 
of government debt. In the United States little progress was 
made in 1985 in cutting the Federal Budget deficit and fiscal re- 
straint in western Europe has continued to be offset by expan- 
sion in the United States. However, in the summer of 1985 the 
United States Congress passed the Concurrent Budget Resolu- 
tion which is intended to reduce the deficit from 5.5 per cent of 
GNP in fiscal year 1985 to 3 per cent in fiscal year 1988. The 
Gramm-Rudman amendment to this resolution provides for 
automatic reductions in spending if Congress and the President 
are unable to agree on a budget which is consistent with the spe- 
cified timetable towards a balanced budget in 1991. Whether 
the Gramm-Rudman amendment secures the necessary cuts in 
expenditure through automaticity or by encouraging a com- 
promise between Congress and the President, it now seems 
probable that the United States will move toward fiscal re- 
straint in the course of 1986. Although there were some signs 
towards the latter part of 1985 of a slight modification in fiscal 
policy in western Europe (the Netherlands, the Federal Re- 
public of Germany and the United Kingdom) and in Japan, 
fiscal policy outside of the United States remains clearly restric- 
tive. Substantial cuts in the United States’ budget deficit would 
therefore represent a significant change in the international 
policy mix which has prevailed throughout the last three years 
of recovery. 

For about the last five years monetary policy in western 
Europe and North America has been oriented to securing lower 
rates of inflation. This has been done by setting progressively 
declining rates of growth for selected monetary aggregates 
(table 2.1.2). The growth of the money supply has decelerated 
sharply in these countries since 1982, although the difficulties 
of monetary targeting have proved considerable. The problems 
have not only concerned the difficulty of finding an aggregate 
which could be relied upon to provide an accurate indicator of 
the stance of monetary policy and of inflationary pressure, but 
concern for meeting monetary targets has frequently had to 


give way to concern for the exchange rate. The latter considera- 
tion has been true in western Europe for some years but it was 
also the case for the United States in 1985. Governments’ strict 
adherence to monetary targeting has also come under pressure 
when other policy objectives have been compromised by the 
high level of interest rates. 2 A more pragmatic approach to 
monetary targets (long established in some countries) was evi- 
dent in 1985. In the United States, M1 was growing well above 
its target range for most of 1985 but the authorities did not re- 
spond with a tightening of policy: this was judged inappropriate 
in the light of expected economic developments, falling com- 
modity prices and the desired weakening of the dollar. Finan- 
cial deregulation had in any case raised doubts as to the tradi- 
tional links between changes in M1, nominal income and inter- 
est rates. (The broader money target, M3, was at the top of its 
range for most of the year.) A similar response was also evident 
in the United Kingdom: M3 grew well above its target during 
1985, but in October the authorities announced that no attempt 
would be made to correct this as a tightening of policy would be 
undesirable. Greater emphasis is to be placed on the exchange 
rate and market rates of interest will be maintained at whatever 
level is required to restrain inflation. Again, interpretation of 
the aggregate has been obscured by financial innovations, but 
this is not the sole reason for pragmatism. In the Federal Re- 
public of Germany the target for central bank money was gen- 
erally in the middle of its range and the authorities allowed 
interest rates to fall (and rise towards the end of the year) with 
the rise (and easing) of foreign demand for Deutschmark assets. 
In most of the rest of western Europe monetary policy is closely 
linked to exchange rate considerations, which in practice means 
a link to monetary conditions in the Federal Republic of Ger- 
many. In France M2R was growing above its range in the first 
half of 1985 but the authorities moved to correct this in June 
with a number of measures, including lower limits for penalty- 
free bank lending. The shift to an M3 target for 1986 reflects re- 
cognition of financial innovations and changes in the structure 
of financial institutions. 


TABLE 2.1.2 


Money supply targets, 1983-1986 
(Per cent, per annum) 


Money 
stock 
concept 1983 1984 1985 1986 
тает tet nrars M2/M3 9 5.5-6.5 4-6 3-5 
Germany, Fed. Вер. о!" .... CBM 4-7 4-6 35835-55 
age 2 CN дя TDC) TS “hae “6S 
M2 12-14 12 10 us 
United Kingdom! a. wo. MO 3% 4-8 3-7 2-6 
M3 7-11 6-10 5-9 | 11=15 
Wnited Statesigs, aye a2)tarves « М1 5-9 48 478 47h 
МЗ 6.5-9.5 6-9 6-9.5 6-95 
® December to December, the December value being the centre of a 3-month moving ауег- 
age. 1983 = M2; 1984 and 1985 = M2R; 1985 = M3. 
ь Fourth quarter to fourth quarter. CBM is Central Bank money. 
© TDC is total domestic credit 
4 February-April. 
© Fourth quarter to fourth quarter 
Г 1983-П to 1983-1V. 
& Lowered to 3-8 for 1985-11 to 1985-1У 
№ Tentative 


Although monetary targets would appear to have been some- 
what demoted recently, there is no suggestion that they are to 

29 See section 2.8 below for a more extended discussion of monetary 
policy in the 1980s. 
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be abandoned (the United Kingdom government, for example, 
continued to set targets for sterling M3 at the time of its 
March budget). A more relaxed approach to targeting has ob- 
viously been helped by falling inflation rates and the general ap- 
preciation in the financial markets that the information content 
of changes in the monetary aggregates has been garbled by the 
extensive deregulation of financial systems in the last few years. 


The agreement by the Group of Five last September to co- 
operate closely to bring about a continued orderly depreciation 
of the dollar seems unlikely to lead to any marked change in the 
restrictive stance of west European fiscal and monetary policies 
in 1986. A relaxation of monetary policy would not in fact be 
consistent with that agreement because the fall in nominal inter- 
est rates in western Europe must lag behind the decline of those 
in the United States if a gradual decline of the dollar is to be 
maintained. The sharper than expected fall in the dollar in early 
1986 is likely to reinforce the cautiousness of policy makers to- 
wards any change in monetary policy. This is particularly true 
of the Federal Republic of Germany which has a critical in- 
fluence on other west Europeans’ monetary policies either di- 
rectly through their obligations as members of the EMS or be- 
cause of the importance of their exchange rates against the 
Deutschmark for their international competitiveness. Fiscal 
policy will also remain tight in western Europe as governments 
continue to pursue the objectives of lower government spending 
and reduced deficits. 


Against this policy background the outlook for 1986 at the 
end of last year was for a broad continuation of the trends al- 
ready under way in 1985. The consensus of national official 
forecasts, made towards the end of 1985 and before the current 
slide in crude oil prices, was for west European growth to con- 
tinue at about the same pace as in 1985, that is, by about 2 1/2 
per cent. With nominal incomes tending to increase by much 
more than prices in most of western Europe, private consump- 
tion growth was expected to accelerate (to nearly 3 per cent, in- 
stead of just under 2 per cent in 1985) and to account on aver- 
age for nearly two thirds of the rise in GDP. The other main 
source of growth in 1986 was to come from the recovery in 
fixed investment, which was expected to rise by nearly 4 per 
cent compared with less than 2 per cent in 1985. Most of the 
growth in fixed investment is expected to be in machinery and 
equipment, although investment in new construction could 
recover a little from the depressed levels of 1985. With the acce- 
leration in domestic demand, imports were expected to grow 
faster in 1986, particularly in the larger European economies, 
but export growth (of goods and services) is likely to slow down 
(from around 6 to some 4 per cent in volume), mainly as a result 
of the lagged effects of west European currency appreciation. 


Within western Europe growth is likely to be strongest in the 
Federal Republic of Germany: the outlook was improving 
steadily in the second half of last year and at the end of 1985 a 
minimum growth rate of 3 per cent was being forecast for 
1986, based on a large increase in private consumption and a 
continued high rate of investment. However, the recent 
changes in oil prices and exchange rates are likely to have an 
especially beneficial effect on output and inflation in the Fed- 
eral Republic and forecasts for growth in 1986 are gradually 
being raised. Before the end of 1985, the French economy was 
also expected to grow by some 2 per cent in 1986 after only 1 
per cent in 1985: this forecast is now also likely to be improved 
as lower oil prices improve the balance,of payments position 
and the inflation outlook and with the likelihood of faster 
growth in the Federal Republic of Germany. In the United 
Kingdom, where the recovery has been under way for rather 
longer than the rest of western Europe, a deceleration in 


output growth was generally expected by most forecasters be- 
fore the recent fall in oil prices: the government’s November 
forecast was for 3 per cent growth in 1986, down from some 3 
1/2 per cent in 1985 and a little higher than the consensus of 
around 2 1/2 per cent of the independent forecasters. (The ef- 
fects of lower oil prices on the United Kingdom, which are 
more complex than for most other European countries, are 
discussed further in the next section.) In Italy the prospect for 
1986 is for little change in the rate of GDP growth (around 2 
1/2 per cent), given the current account deficit and a domestic 
inflation rate which is still much higher than in most of its 
European trade partners. In the smaller countries of western 
Europe output prospects were originally for a deceleration in 
their aggregate GDP growth from around 2 1/2 to just above 2 
per cent. However this forecast is now likely to be improved 
given the impact of lower oil prices, faster growth in the 
Federal Republic of Germany and, for some of them per- 
haps, some depreciation of their exchange rates against the 
Deutschmark. 


In the United States GNP growth is expected to improve in 
1986 after a relatively weak 1985. The Administration is fore- 
casting 4 per cent real growth between the fourth quarters of 
1985 and 1986. This is equivalent to a year-on-year increase of 
3.4 per cent, which is only marginally higher than the consensus 
of forecasts in the private sector. Lower interest rates and a 
much lower exchange rate for the dollar are among the main 
factors behind this improved outlook. Export volumes should 
rise in 1986 (after falling in 1985) and import growth could be 
halved. The drag of the real trade balance on domestic output 
growth will thus be considerably reduced in 1986. A higher rate 
of stockbuilding is expected to contribute to growth and fixed 
investment to remain strong. Residential investment could rise, 
but business investment intentions are currently affected by the 
proposed tax reforms?® which, if implemented, would 
eliminate tax credits and reduce depreciation allowances. How- 
ever, it has become clear that such changes in tax allowances, 
even if approved by the Senate, are unlikely to take effect be- 
fore 1987, a prospect which could lead to a bunching of invest- 
ments in 1986. As profits are expected to increase and interest 
rates to fall (although very gradually), the investment outlook 
for 1986 was already improving before the fall in oil prices. 
Some forecasters have expressed doubts as to the likely strength 
of private consumption in 1986 and have pointed to the high 
ratio of consumer credit to income and to the very low house- 
holds’ saving ratio. However, special factors appear to have in- 
fluenced these ratios *! and there are also countervailing in- 
fluences such as the wealth effects of higher stock market 
prices. One source of increased uncertainty is the impact of the 
Gramm-Rudman amendment on government consumption, 
which in 1986 is expected to rise by nearly 3 per cent (less than in 
1985). A particular concern is how the amendment would work 
during a recession—however, the latter appears to have 
virtually disappeared from the range of probable forecasts for 
1986. The prospects for a decline in the Federal budget deficit in 
1987 and beyond have strengthened (even without the possible 
additional pressure of the Gramm-Rudman amendment) and 


this could begin to influence long-term interest rates during 
1986. 


30 The relevant legislation has been approved by the House of Repre- 
sentatives, but not yet by the Senate. 
3! Consumer credit appears to have risen sharply in part because of 
increased use of credit cards. The low savings ratio is partly a reflection 
of changes in the age structure of the population. It should also be 
borne in mind that one reason why the United States savings ratio is 
much lower than those in western Europe is a difference in accounting 
methods. See below, section 2.3, footnote 52. 
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Even before the latest fall in oil prices the outlook for infla- 
tion was for continuing reductions in western Europe, a pros- 
pect which has been strengthened by the steady depreciation of 
the dollar. At the end of 1985, it seemed likely that the average 
increase in consumer prices in 1986 would be around 3 to 4 per 
cent, with the GDP deflator rising somewhat under 5 per cent 
(compared with nearly 6 per cent in 1985). In the United States 
some acceleration of prices is expected during 1986, but not 
enough to lead to a tighter stance of monetary policy. 
However, this outlook could change if the depreciation of the 
dollar accelerated sharply. The President’s Report expects the 
year-on- year increase in consumer prices to be the same as in 
1985 and to accelerate from 3.3 to 3.7 per cent between the 
fourth quarters of 1985 and 1986. 


The recovery of output (and in a few countries of employ- 
ment) in the market economies is now entering its fourth year, 
but there are few of the usual signs of an upswing reaching its 
peak: increasing bottlenecks in output, raw material shortages 
and tight labour markets, rising interest rates and falling 
profits, and so forth are not in evidence. Instead, capacity 
utilization rates (only available for manufacturing industry) 
remain relatively low, unemployment high, wage increases 
remain modest and price increases are falling, as are the infla- 


tionary expectations of both producers and consumers. Interest 
rates, both short- and long-term are falling slowly, although 
real rates are more sluggish. This set of conditions prevails not 
only in western Europe, where the pace of the recovery has been 
relatively modest, but also in the United States. The environ- 
ment in the market economies for continued non-inflationary 
growth was already favourable before the recent large fall in the 
price of crude oil. 


The fall in oil prices at the beginning of 1986 is an important 
event which will lead to a reconsideration of the outlook for 
1986 and beyond. It is too early to say how the forecasts will be 
affected in detail but, assuming the price of oil remains at $20 a 
barrel or less, it is clear that output will receive a significant 
boost and that inflation, which was already falling rapidly in 
the second half of 1985, will be further reduced. It would not be 
unreasonable to expect average west European growth to be 
around 3 1/2 per cent in 1986 and for the average (year-on-year) 
inflation rate to fall below 3 per cent. The pattern of demand is 
likely to remain more or less as described in the end-of-year 
forecasts discussed above with, namely, a strengthening of 
private consumption and of fixed investment. The new situa- 
tion produced by this latest oil shock is discussed more fully in 
the following section. 


2.2 SOME MAJOR ASPECTS OF THE CURRENT ECONOMIC SITUATION 


This section discusses some aspects of recent developments which could have important implications for policy. 
Subsection (i) discusses the emergence of strong disinflationary tendencies in the market economies and subsec- 
tion (ii) the implications for growth and prices of the recent fall in oil prices. In September 1985 a number of 
governments agreed to joint intervention in the foreign exchanges markets: subsection (iii) discusses a practical 
implication of this, namely, the measurement of equilibrium exchange rates. Subsection (iv) presents some 


conclusions on the current outlook. 


(i) Disinflation and growth 


For some 15 years the major concern of policy makers in the 
market economies has been the reduction of high and persistent 
rates of inflation. After the second oil shock in 1979 the need to 
break inflation took priority even over the traditional post-war 
goal of full employment. The process of reducing inflation has 
been much slower than originally expected, and has entailed 
huge costs in terms of lost output and employment, again larger 
than expected. Disinflation has been under way since 1981 but it 
gathered increasing momentum in 1985, and particularly in the 
second half of 1985. Cost pressures have eased considerably: 
nominal wage growth has stabilized at fairly modest rates while 
raw material input prices have fallen sharply, the combination 
of falling world dollar prices and, for western Europe, a 
marked appreciation of currencies against the dollar. On the 
input side there was actually a deflation, even in the United 
States where the dollar had been falling since February. 


Four years ago, at the beginning of the upturn, the ECE sec- 
retariat argued 32 that inflation could continue to fall with the 
revival of activity: conditions of exceptionally large excess 
supply, in both the goods and labour markets, were likely to 
dampen a revival of inflationary pressures as would the normal 
cyclical upturn in productivity growth. Moreover, given a mod- 
erate acceleration of output growth during the recovery a flare- 
up in primary commodity prices was unlikely. These factors 
now appear to have developed as expected, even in the face of 
a much faster rate of growth than anticipated in the United 
States in 1983 and 1984. The weakness of commodity prices was 
considerably greater than expected. 


A critical and uncertain element in the inflation process is the 
expectations of consumers and producers regarding inflation. 
These tend to be highly sensitive not only to the current infla- 
tion rate but also to policy announcements and changes, to 
sharp disturbances (oil shocks, devaluations, etc.) and to var- 
ious other political and social factors, the effects of which are 
difficult to assess. Throughout the long period of inflation since 
the early 1970s the importance of inflationary expectations has 
been constantly stressed by analysts: as long as expectations re- 
main high, it was argued, the prospects of breaking the infla- 
tionary spiral would be small. It now appears that a funda- 
mental change has occurred also on the side of expectations. As 
can be seen in chart 2.2.1 price expectations have fallen signifi- 
cantly. Consumers’ expectations of increased inflation are now 
far below their peak in early 1980. The chart suggests that they 
react somewhat “‘stickily’’ to changes in the actual rate of infla- 
tion: expectations altered quite slowly through 1981 and early 
1982, but then adjusted sharply downwards after a brief upturn 


32 United Nations Economic Commission for Europe, Economic 


Survey of Europe in 1982, New York, 1983, chapter 1. 
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in the second half of 1983; 33 there was then another period 
of slow adjustment during 1984 followed again by a sharp fall 
between the second and fourth quarters of 1985. 


TABLE 2.2.1 


Disinflation in western Europe and the United States in 1985 
(Percentage change) 


a 


January to June July to December 

Western Europe 4 

EAU ооо eae ote 0.5 —2.0 

PLOGUCEL PIICES ae ce oe oe 1.9 a 

(COnSUMEenPUICES east aes ee 2.6 1.1 
United States 

У р ооо ею —0.1 — 0.7 

РОС Я crete renee 0.6 0.8 

CONSUDIEH SLICES: eadaseeutetals 2.0 0.1 


Source: National statistics. 


а Unweighted averages. 


There has also been a marked change in the expectations of 
manufacturing producers as to whether their selling prices are 
likely to rise in the months ahead. As can be seen from chart 
2.2.1, these appear to have been quite sensitive to changes in 
output expectations between 1980 and 1983: when the outlook 
for increased production improved, producers saw better op- 
portunities for raising their prices. However, since the be- 
ginning of 1984 price expectations have fallen steadily although 
output expectations have remained positive (though not by a 
large amount) and fairly stable. The reasons for this divergence 
between the two sets of expectations is largely a matter for 
speculation, but two possibilities can be mentioned. First, the 
recovery of output growth in western Europe has been fairly 
modest and margins of spare capacity remain large; this is also 
true on a global level which increases the external pressures on 
the competitiveness of European firms. However, the same 
consideration applies, а fortiori, to 1981 and 1983 when selling 
price expectations increased. A second possibility, therefore, is 
that the effects of fixed investment devoted to rationalization 
and of all the other efforts to shake-out labour and raise ef- 
ficiency are now beginning to pay off. In the early 1980s, with 
a low degree of capital utilization, continued pressure from 
labour and other input costs, and relatively weak growth pros- 
pects, firms probably found themselves under pressure to raise 
selling prices as the quickest way to improve cash flow and pro- 


33 This may have been a reaction to the modest recovery of world 
commodity prices which rose in the second half of 1983 after falling 
steadily for some two years. At this time consumers were perhaps still 


over-reacting to any sign that might suggest another commodity price 
shock. 
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CHART 2.2.1 


Output and price expectations in the European Community,’ 1979-1985 
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а Quarterly data. 
b Percentage change over corresponding quarter of previous year. 
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fits—and every improvement in their expectations of higher 
output appeared to offer the possibility of achieving this. In this 
respect the situation has improved on all counts—raw material 
costs have fallen (or decelerated faster than final output prices), 
labour cost pressures have been relatively weak, and the capital 
stock is now better adapted to the changes that have occurred in 
the pattern and level of demand. Although the possibilities for 
raising prices in highly competitive markets are still limited, the 
pressures for wanting to raise them have probably been reduced 
by greater efficiency on the supply side. 


Thus, even before the sharp fall of oil prices in January 1986, 
there had been a decisive movement toward price stability. 


With inflation no longer a serious problem governments 
might now be expected to focus their attention on ways to 
improve output and employment. Low and declining rates of 
inflation could be expected to have a positive effect on output 
growth, as many governments in fact argued when implement- 
ing their anti-inflationary policies. However, matters are more 
complicated because a general fall in the rate of inflation (and 
of inflationary expectations) will not necessarily, at least in the 
short run, lead to a corresponding fall in nominal interest rates. 
This stickiness of nominal interest rates relative to the rate of 
inflation means, of course, that real rates will remain high, or 
even increase, and thereby constitute an obstacle to higher rates 
of output growth. This is shown clearly in chart 2.2.2 where 
real rates remain high in spite of falling nominal rates of inter- 

st. (An econometric analysis of the effects of inflation on 
Output is reported in section 2.9 below.) In this situation, if 
there are no other strong forces for growth, the fast disinflation 
experienced in 1985 could undermine the prospects for stronger 
growth. It should be recalled, for example, that in the United 
States real interest rates were high and rising at the beginning of 
the recovery in 1983, but clearly other factors, including the 
strong fiscal expansion, overrode the constraint of the real 
interest rate. Looking at the situation in western Europe to- 
wards the end of 1985, prospects for growth were generally 
modest, although there were some signs of a quickening of 
economic activity in the Federal Republic of Germany. 
Likewise in the United States, the depreciation of the dollar and 
the low level of stockbuilding suggested some improvement in 
performance during 1986. However, the fall in oil prices in 
early 1986 has much improved the prospects for growth in spite 
of the continuation of high real interest rates. 


(ii) The third oil price shock 


The dollar price of crude oil has been falling since 1981: the 
average price of crude oil in 1984 was about 20 per cent below 
the average for 1981 of just under $36. 34 During the period of 
economic recovery in the market economies the decline in oil 
prices was fairly gradual: in the third quarter of 1985 the aver- 
age price was about 7.5 per cent below its level in the first 
quarter of 1984. The price then increased in the autumn of 
1985, mainly under the influence of stockbuilding. 

The subsequent weakening of oil prices was not in itself 
Surprising: with excess supply in the world market and with a 
disintegrating cartel of producers with low production costs, 
falling oil prices were regarded as inevitable. After a pause for 


34 This is the average import unit value of crude oil imports into the 
member countries of the International Energy Agency. OPEC prices 
are less reliable as a guide to trends as the share of OPEC in total 
supply has fallen from two thirds in 1979 to one third in 1985, while the 
proportion of oil traded on the spot market—where prices may diverge 
significantly from contract prices—is now about 50 per cent compared 
with some 10 per cent before 1979. 


CHART 2.2.2 


Nominal and real long-term interest rates 
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the European winter, it was still widely expected at the be- 
ginning of 1986 that prices would fall in the spring and that the 
decline would continue gradually through the year, mainly 
through the continued use of various forms of discounting. 
However, in early December the members of OPEC had de- 
cided to switch from a strategy of production cuts, aimed at 
maintaining prices, to one of recovering and maintaining their 
shares of the world market. The problem facing the OPEC was 
one which is familiar to nearly all commodity agreements and 
cartels, namely, the difficulty of implementing production 
quotas in a falling market when the opportunity cost of produc- 
tion varies enormously from one producer to another. Until 
December 1985, a partial solution to this problem in the case of 
OPEC had been provided by Saudi Arabia which held its own 
output well below its agreed quota; but from 9 December it 
made clear that it was no longer prepared to do this and by 
mid-January 1986 Saudi Arabia was reported to be producing 
well above its previous output quota. 


The response to the prospect of a significant acceleration in 
the decline of the price of oil was initially quite slow. Spot 
prices fell some 12 per cent following the early December meet- 
ing of OPEC, but the market steadied after a few days, al- 
though the trend thereafter was clearly downward. The slow 
reaction is partly explained by production and transport lags 
and by lags between spot and contract prices. But perhaps more 
important, it was only in the early weeks of January 1986 that 
governments, consumers and commentators began to be 
convinced that the price fall would last. Expectations are 
usually sticky—but as far as oil prices are concerned they would 
now appear to have shifted firmly downwards, although there is 
still considerable uncertainty as to the level at which they will 
eventually stabilize. 


By the end of February 1986 spot prices had fallen to around 
$14, a fall of nearly 50 per cent in less than three months. Spot 
price movements contain an element of exaggeration 
(overshooting) and an important part of the trade in oil is 
conducted under contracts where prices adjust more slowly. 
Thus the prices paid by consumers are probably still well above 
the above-mentioned level. Nevertheless, even at a price of $20, 
the second oil shock of 1979 has now been largely reversed and, 
in real terms, 35 oil prices are back to where they were before the 
second oil shock. 


For western Europe (and many other countries in the rest of 
the world) the fall in the dollar price of oil has been amplified 
by the appreciation of their currencies against the dollar. Until 
the second quarter of 1985, most west European countries had 
failed to benefit from the fall in oil and other commodity prices 
because of the rising dollar (see below, charts 2.4.1 and 2.6.4). 
The situation has now changed quite radically: the fall of 
roughly 40 per cent in the average dollar price of crude between 
the second quarter of 1985 and end-February 1986 translates 
into a fall of nearly 60 per cent for the west European countries 
that are members of the EMS. For the United Kingdom the 
decline is about 47 per cent, a reflection of the depreciation 
of sterling. 


For the west European economies, most of which are net en- 
ergy importers, the immediate effects of such a fall in the price 
of oil is a considerable gain in the terms of trade and a large im- 
provement in the trade balance. Just as the previous oil shock 
was likened to a tax on the oil importing economies, so the 
present fall may be regarded as a large tax cut. Household and 
corporate incomes are likely to gain and this will stimulate con- 


35 The price of oil relative to the average unit value of exports of 
manufactures from the main developed market economies. 


sumption, investment and employment. The fall in the oil price 
will have a significant impact in lowering rates of inflation (as 
will the lower dollar which, for a given proportionate change, 
has a still larger impact on domestic prices). For a given rate of 
expansion of nominal demand, the fall in oil prices will lead to 
more output and less inflation. For the members of the 
European Community, its Commission has estimated that a 20 
per cent cut in the oil price (below its average 1985 level) could 
lead to an increase in GDP of 2-3 percentage points after three 
years and a fall in the inflation rate by one percentage point. 36 
Calculations such as these are, of course, highly uncertain, as 
their authors are well aware. This is not just a matter of econo- 
metric problems but in¢er alia, of how governments react to the 
initial effects. It will be recalled that the recession that followed 
the second oil shock in 1979 was due not so much to the shock 
itself but to the macro-economic policy responses to it in the 
market economies. Thus, if governments maintain their exis- 
ting targets for fiscal deficits in nominal terms and thus ease the 
stance of fiscal policy, the subsequent boost to output could be 
larger than the initial income effects of the fall in oil prices. 
Alternatively, output growth could be little affected if govern- 
ments tried to reduce their nominal deficits in line with falling 
inflation. A major uncertainty is that little is known of how 
business expectations are affected by such shocks (but see 
below for an assessment of possible developments in this res- 
pect). Some uncertainty also surrounds the effect of lower oil 
prices on the import demand of the oil exporters. 


Government responses to the lower price of oil will effec- 
tively determine how the gains in the terms of trade are dis- 
tributed, which will also influence the size of the second 
round effects on output and prices. This distributional ques- 
tion has already been reflected in suggestions to raise taxes on 
crude oil (or oil products) consumption. The reasons for this 
proposal are various: they include protection of domestic oil 
producers (in the United States), the reduction of existing 
budget deficits, and fears that the declining dependence of the 
market economies on imported oil could be checked and re- 
versed, thereby leaving them vulnerable to further shocks in 
the 1990s. Apart from the second example, higher taxes on 
oil can be offset by reductions in other taxes in order to 
maintain the momentum of falling rates of inflation and the 
international competitiveness of the corporate sector. Offset- 
ting tax cuts could also be aimed at increasing the demand 
for labour. The actual choices made by governments will 
obviously depend on their main policy objectives and the 
degree to which external and internal imbalances have been 
corrected. 


Within western Europe the effects of the lower oil price are 
particularly significant in the Federal Republic of Germany: a 
considerable improvement in an already favourable current ac- 
count will strengthen the Deutschmark and put a strong down- 
ward pressure on an already low inflation rate. Even before the 
drop in oil prices there appeared to be a strengthening of the 
autonomous forces for higher domestic output growth in 1986. 
Thus whereas forecasts of 3 per cent growth in 1986 were re- 
garded as conservative at the end of 1985, the prospect of 4 per 
cent is now increasingly likely. This assumes that the positive ef- 
fects on domestic demand more than outweigh the effect of the 
deterioration in the real trade balance on output growth. This, 
in turn, could have favourable multiplier effects on the rest of 
the world: those countries with relatively less favourable cur- 
rent account positions and inflation rates could not only benefit 


36 See, Commission of the European Communities, Annual 
Economic Report 1985-1986, Brussels, 17 October 1985 (COM (85) 570 
final), p. 26. 
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from the direct effects of lower oil prices but also from stronger 
demand (and a stronger Deutschmark) in the Federal Republic 
of Germany. 


While the net oil importers in the ECE region are likely to 
benefit unequivocally from lower oil prices, there are of course 
also a number of west European countries which are net energy 
exporters and for which the effects are more complicated. As 
energy consumers, they will, of course, benefit from the price 
and real income effects of lower oil prices, but unlike OPEC 
producers these countries are already producing oil at full capa- 
city and therefore cannot hope for any gain in market share 
from the lower price. The North Sea oil and gas producers have 
become increasingly dependent on these energy sources for 
their export and government revenues. This dependence is of 
course nowhere near as large as that of members of OPEC; 
nevertheless, large and rapid changes in prices could present 
these countries with adjustment problems. 


In the United Kingdom oil accounted for some 5-6 per cent of 
national income and for about 10 per cent of exports of goods 
and services in 1984. Oil also accounts for over 5 per cent of 
imports of goods and services, so there is already some offset to 
a fall in the oil price. Nevertheless, a 40 per cent fall in oil prices 
is likely to have a major short-run impact on the current 
account, which was in surplus in 1985. Uncertainty also 
increased as to whether the government would be able to pro- 
ceed with its plans to lower taxes in its mid-March budget. For a 
given exchange rate, each dollar fall in the oil price is officially 
estimated to lead to a £500 million drop in government revenue. 
Thus, given the government’s target for public sector borro- 
wing, the scope for tax cuts would appear to have been reduced 
considerably. However, the official view is that the effects of 
falling oil prices on output and inflation are likely to be broadly 
neutral, if anything slightly beneficial. The loss in oil revenues 
should be more or less balanced by the stimulus to growth from 
lower costs. One risk is that a rapid fall in oil prices could 
trigger a fall in sterling which in turn would lead to higher 
interest rates. However, so far this has not happened. The fall 
in the pound’s trade weighted index has been in line with the 
expected effects of the actual fall in the oil price: interest rates, 
already higher than in most other market economies, have not 
had to be raised further, and the impact of the lower exchange 
rate on the domestic inflation rate is likely to be more or less 
offset by the lower price of oil. The fall in the exchange rate, 
particularly against the Deutschmark, will help the United 
Kingdom manufacturing sector to benefit from the improved 
outlook for growth in the rest of western Europe. 


The situation in Norway is somewhat different from that of 
the United Kingdom. Oil accounts for a larger share of govern- 
ment income and export revenues. Unlike the pound sterling 
the krone’s exchange rate is fixed against a basket of currencies 
and changes exceeding a certain limit require a decision by the 
authorities. In 1985 oil and gas accounted for 20 per cent of 
Norway’s GDP, 37 per cent of export revenues, and 21 per cent 
of general government receipts. Thus, in the absence of correc- 
tive measures, the negative impact of a sustained fall in oil 
prices on national income and on the current account will be 
substantial. In 1985 the Norwegian government’s economic 
policy was relatively expansionary, a stance which is maintained 
in the 1986 National Budget, which was submitted to Parlia- 
ment in October 1985. Some tightening of credit was in- 
troduced in the Final Budget Proposal, which was presented in 
December—i.e., prior to the December-February fall in oil 
prices—but no further changes in policy have been announced 
since. Given the tightness of the labour market and the absence 
of an exchange rate adjustment, relative unit labour costs are 


likely to rise and Norway’s competitive position to deteriorate. 
Thus, Norway would not benefit fully from the real income 
gains of its trading partners. 


The Netherlands is an important natural gas exporter. Gas 
prices tend to follow oil prices with a lag of approximately half 
a year. Thus, because the country imports more or less as much 
oil as it exports natural gas, the terms-of-trade effects in 1986 
will still be positive. But the full impact of lower oil prices on 
the price of natural gas will only appear in 1987. On the other 
hand the fall in natural gas revenue may lead to a shortfall in 
government revenue and a corresponding change in the stance 
of fiscal policy. The Dutch Prime Minister recently warned that 
cuts in government spending and possibly tax increases may be 
needed in 1987 to correct the budget imbalance. However, en- 
ergy-intensive products (e.g., petrochemicals) make up a large 
share of the Netherlands’ exports, and because export prices are 
forecast to decrease, the country is expected to benefit from the 
increase in real demand in its major trading partners, particu- 
larly in the Federal Republic of Germany. As elsewhere, lower 
oil prices will mean a lower rate of inflation and higher real in- 
comes in 1986. 


Finland is a special case. As a net oil importer, the country will 
benefit, in terms of lower inflation and increased real demand, 
from the oil price fall. But there might be a significant negative 
effect on Finnish exports due to its trade with the Soviet Union. 
Finnish trade with the latter is regulated by a bilateral, balanced 
trade agreement. About 80 per cent of Finnish imports from the 
Soviet Union consist of oil, valued at world market prices. Lower 
oil prices mean lower Soviet exports to Finland and, hence, re- 
duced Finnish exports to the Soviet Union. This is important, as 
exports to the Soviet Union currently amount to about one fifth 
of total Finnish exports. The products affected consist mainly of 
metal products, ships, machinery, textiles and clothing. These in- 
dustries will be faced with a decline in demand if they are unable 
to find alternative markets in the strengthening economies of 
western Europe and North America. 


Canada is also a net natural gas exporter and a small net oil 
importer. All the country’s gas exports go to the United States. 
The terms-of-trade effects in 1986 are likely to be positive, 
given the above-mentioned time lags between changes in oil and 
natural gas prices. In the medium run, the effects on the trade 
balance are also expected to be positive, as increased receipts 
from non-energy exports are expected to more than offset the 
decline in exports of energy. In addition, the recent large de- 
preciation of the Canadian dollar and a strong productivity rise 
seem to be improving the country’s competitiveness. 


Thus, although some countries stand to gain less than others 
or even lose, at least on the first round effects, the collapse of 
the OPEC cartel will generally have a highly beneficial effect on 
growth and inflation in the market economies of the ECE re- 
gion and, given their importance in world output, on the world 
economy as a whole. Before the latest downward shock to oil 
prices, growth in western Europe and North America in 1986 
was expected to be little more than 2 1/2 per cent, somewhat 
below the 3 per cent that some economists have argued was 
necessary to avoid another debt crisis and severe international 
monetary problems. The prospect of markedly lower oil prices 
will reinforce the improvements that were already under way in 
some countries and increase the probability of growth in the 
market economies reaching at least 3 1/2 per cent in 1986. In 
western Europe total output could increase by around 3 1/2 per 
cent and in the United States by some 3 1/2 to 4 per cent. 


One of the more important consequences of the fall in oil 
prices, but also one of the most difficult to assess in quantita- 
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tive terms, is its effect on business confidence and expectations, 
and particularly on the propensity to invest. The period since 
the first oil shock in 1973 has been one in which business ex- 
pectations of future output growth have been generally de- 
pressed: consequently capital investment has been relatively 
weak and devoted more to the rationalization of existing activi- 
ties than to the expansion of the capital stock. Not surprisingly, 
employment growth has been small and unemployment high, 
particularly in western Europe. Insofar as this period of 
economic disturbance and low growth expectations has been 
characterized by oil shocks and high energy costs, the recent, 
reverse shock in oil prices could have a psychological effect 
beyond its immediate impact on trade balances and inflation. 
The fall of oil prices could therefore signal the end of a long 
period of retrenchment and defensive investment, and the be- 


ginning of a new period of much improved prospects for faster 
growth. 


One risk to the improved outlook for the world economy 
from the sudden and large fall in oil prices comes from the 
deteriorating position of a small number of oil-exporting, 
developing countries with high levels of foreign debt. The 
majority of developing countries will benefit from lower oil 
prices; they will also gain from the depreciation of the dollar 
and the gradual reduction of interest rates, which will help to 
ease the debt burden. And in the longer run faster growth of 
their principal export markets is the only way in which an 
eventual solution to the debt problem can be based. Neverthe- 
less, a number of oil exporters will have considerable difficulty 
in meeting their debt obligations in the face of the sudden loss of 
perhaps one quarter to one third of their export earnings—and 
this, in turn, increases the possibility that a number of banks in 
the developed market economies might find themselves in a state 
of crisis. There is little argument that this situation carries great 
risks. However, the problem is well defined, is relatively con- 
centrated in a few countries, and has been well publicized, not 
least since the so-called Baker initiative was launched in October 
1985. In these circumstances it seems most unlikely that govern- 
ments and central banks in the largest market economies would 
allow the debt problems of a few countries to develop to the 
point where the stability of the international banking system was 
threatened and the recovery undermined. 


(iii) Exchange rate policy 


In the above discussion of inflation, disinflation and output 
prospects, the importance of exchange rate changes is evident. 
In particular the fall in the exchange values of the dollar since 
February 1985 has played an important role in avoiding 
recession and strengthening the prospects for a continued 
upswing in the United States, and in speeding up the disinfla- 
tionary process in western Europe. Since September 1985 there 
has been a definite change in policies: in a move away from 
freely floating exchange rates, the group of five agreed on a 
policy of co-ordinated intervention in the foreign exchange 
markets in order to bring down the dollar. This change in policy 
automatically raises the question of what is the appropriate 
exchange rate to be aimed at. 


The system of floating exchange rates has come under in- 
creasing criticism in recent years: fluctuations have been much 
greater than anticipated and, it is alleged, instead of leading to 
increased monetary autonomy the system has interfered with 
the efficient working of the price system. Large international 
flows of capital, with little if any relation to flows in goods, 
have led to an alignment of exchange rates which may have dis- 
rupted the pattern of international trade and provoked strong 


pressures for protectionism. Current concerns at developments 
in the foreign exchange markets reflect a widespread feeling 
that disturbances in asset markets may lead to changes in nom- 
inal exchange rates that are too large in relation to some notion 
of the change required to maintain (or restore) equilibrium in 
the goods markets. A well-known version of this argument is 
supplied by the concept of ‘‘overshooting’’: 37 since prices of 
goods are assumed to be somewhat sticky in the short run, 
changes in nominal exchange rates (responding, inter alia, to 
differences in interest rates) may lead to large changes in the 
real exchange rate that do not correspond to changes in the de- 
mand for and supply of domestic and foreign goods. Loosely 
speaking, the domestic currency has become under- or over- 
valued in real terms relative to goods market equilibrium. If 
policy makers are to attempt to achieve a correct valuation they 
need to be able to identify the change in the real exchange rate 
that is justified by conditions in the goods market. In other 
words, they need to be able to identify the determinants of the 
real exchange rate. 


The assertion that a currency is ‘‘over-valued’’ thus implies 
the existence of an objective measure of the external value of 
that currency. When used in relation to the nominal exchange 
rate, which measures the relative price of different national 
monies, the assertion implies that it is possible to determine the 
appropriate value of the home currency relative to other cur- 
rencies. When applied to real exchange rates, which measure 
the relative price of goods, the implication is that relative prices 
can be assigned correct values. Perhaps the two most com- 
monly used standards of reference for measuring the degree of 
over- (or under-) valuation of a currency are the purchasing- 
power-parity (PPP) value and the ‘‘external balance’’ value. 
The PPP aproach focuses on the prices of tradable goods and 
services and is based on the idea that exchange rates will tend to 
adjust to the point where their international purchasing power 
is equal. Differences in national rates of inflation will de- 
termine how far one currency adjusts in terms of another. The 
approach is perhaps the easiest for obtaining measures of over- 
or undervaluation, but it is subject to a number of conceptual 
and practical drawbacks. For example, differences in growth 
rates can bias PPP comparisons: technical change may alter 
internal relative prices, but these changes may not be reflected 
abroad because of the existence of non-tradable goods. 38 The 
practical problems are particularly serious. One relates to the 
choice of price index to which the calculation appears to be very 
sensitive: in one exercise there were sharply conflicting conclu- 
sions as to whether a currency was оуег- or undervalued for 
eight out of 16 developed market economies. *? Another соп- 
cerns the weighting system: for the United States dollar, the 
real effective rate based on multilateral weights suggested an 
over-valuation in the second quarter of 1983 which was 10 per 
cent higher than one based on bilateral weights. 40 


A third major, practical problem derives from the fact that 
absolute PPP comparisons are virtually impossible. This means 


37 See Rudiger Dornbusch, ‘‘Expectations and exchange rate 


dynamics’’, Journal of Political Economy, Vol. 84, 1976. 

38 See Bela Balassa, ‘‘The purchasing power parity doctrine: a reap- 
praisal’’, Journal of Political Economy, Vol. 72, 1964. For a compre- 
hensive review see Lawrence H. Officer, ‘‘The purchasing-power-par- 
ity theory of exchange rates: a review article’, /nternational Monetary 
Fund Staff Papers, March 1976. 

39 See Morgan Guaranty, World Financial Markets, July 1978. 

40 See Morgan Guaranty, World Financial Markets, July 1983. A 
‘‘bilateral’’ system is one where the weights are proportional to each 
partner’s bilateral share of the country’s trade; a ‘‘multilateral”” system 
is one where the weights are proportional to the partner country’s share 
in world trade or trade among the industrial countries. 


24 The market economies of Europe and North America 
CHART 2.2.3 
Real effective exchange rate of the United States dollar, 1960-1 to 1984-IV 
1960 one soem Goa 1973 zeveseeoeore ъ1ч8н————> 

160 
145 
130 
115 
100 
85 

70 


То 77 78 79 1980 81 82 83 84 


Note: The real effective exchange rate is shown оп three different base periods, 1960 = 100, 2nd quarter of 1973 = 100, and 
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that the choice of a base period assumes major importance 
since the actual real effective exchange rate in this period is as- 
sumed to be an equilibrium value. Since there is no empirical 
procedure for choosing the base year the choice is largely a 
matter of judgement. Thus an important element of arbitrari- 
ness enters into all calculations of over- or under-valuation 
based on the PPP method. The sensitivity of such calculations 
to variations in the base period are illustrated in chart 2.2.3, 
where the real effective exchange rate of the United States dol- 
lar is plotted for three different base periods, namely, 1960, the 
second quarter of 1973 and 1980.4! The use of the 1960 base 
gives a substantially different conclusion as to the over- or 
undervaluation of the dollar than the two more recent base 
years. Another striking feature of the series is that at the end of 
1984 the real value of the dollar was about the same as it was in 
the early 1960s, a fact which ought to be explainable by the 
same methods which are now used to demonstrate that the dol- 
lar is currently at an inappropriate level. An important point to 
stress in this connection is that the deviations from purchasing 
power parity look rather different when looked at in an histori- 
cal period which is longer than the five to eight years usually 
considered. 


The failure of the PPP approach to explain nominal ex- 
change rate movements in the last decade 4? has led to greater 
emphasis being placed on some form of external balance 
criterion for quantifying exchange rate misalignments. Es- 


4! Base periods similar to the latter two have been used in recent cal- 
culations of real effective exchange rates. See Morgan Guaranty, 
World Financial Markets, various issues. The real effective exchange 
rate in chart 2.2.3 is based on a group of 14 countries’ consumer price 
indices, bilateral trade weights and the geometric average procedure. 


4? See Hans Genberg, ‘‘Purchasing power parity under fixed and 
flexible exchange rates’’, Journal of International Economics, Vol. 8, 
1978 and Jacob A. Frenkel, ‘‘The collapse of purchasing power parities 
during the 1970s”’, European Economic Review, Vol. 16, 1981. 


sentially, the external balance method consists of defining an 
equation which describes the determination of the current ac- 
count balance and then solving that equation for the real ex- 
change rate that generates the target (not necessarily zero) bal- . 
ance, given domestic and foreign income levels and the terms of 
trade. 43 But this approach, which implicitly relies on one in- 
strument, is seriously compromised if there is conflict between 
two targets: for example, a devaluation of the home currency 
required to achieve external balance may push the economy 
away (or further away) from internal balance. In this situation 
it would not be possible to define a unique measure of the 
degree of over- or undervaluation of the exchange rate. In so 
far as a second policy instrument is available, the optimal com- 
bination of policies might involve varying degrees of exchange 
rate adjustment depending on the initial position and on how 
the other instrument affects external balance and aggregate 
domestic demand and supply. A detailed model of the whole 
economy would be required to determine this. 


Thus, neither the purchasing power parity nor the external 
balance method are likely to yield reliable estimates of the de- 
gree of misalignment of exchange rates. The former, though 
easy to calculate, suffers from a number of important biases, 
while the latter requires a detailed knowledge of how the 
economy reacts to exchange rate changes and various policy 
interventions. A major deficiency of both approaches is that 
the notion of what actually constitutes an equilibrium exchange 
rate is not properly defined. 


The limitations of the above methods have led to an alterna- 
tive approach of trying to explain exchange rate movements in 


43 See Jacques К. Artus, ‘Methods of Assessing the long-run equi- 
librium value of an exchange rate’’, Journal of International 
Economics, Vol. 8, 1978 and John Williamson, The Exchange Rate 
System, Institute of International Economics, Washington, D.C., Sep- 
tember 1983. 
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terms of models based on ‘‘fundamentals”’. A recent study 44 
concludes that the appreciation of the US dollar against the 
Deutschmark between 1977 and 1984 can be explained by the 
differences in real interest rates and in real Output growth in the 
two countries. Other studies, 45 however, have shown the per- 
formance of empirical exchange rate models to be quite poor so 
that the results of the previously mentioned study may not be 
repeated for different sample periods. A model that is stable 
over time and across countries does not appear to exist at pre- 
sent. And even if such a model existed it would not help to de- 
termine whether an exchange rate was under- or overvalued; all 
it does is to indicate to the policy maker the factors which de- 
termine changes in the exchange rate. 


The above discussion has argued that the methods commonly 
used to provide a standard of reference for measuring the de- 
gree of exchange rate misalignment are seriously flawed both 
from the theoretical and practical points of view. Recent at- 
tempts to estimate the extent of overvaluation of the dollar are 
very limited in perspective in that they rarely, if ever, consider 
the behaviour of real exchange rates before the mid-1970s. Ex- 
change rates may change, presumably, in response to real 
changes in economies; but if the effects of these real forces in 
the past cannot be isolated and measured, estimates of equilib- 
rium exchange rates (and hence of the degree of over- or under- 
valuation) are unlikely to be convincing. 


The difficulties involved in defining and estimating equilib- 
rium exchange rates suggest that such estimates are unlikely to 
provide a reliable basis for the evaluation of policy changes. 
First, as an indicator of the stance of policy they are limited 
because the evidence suggests that real exchange rates 
fluctuate in response to factors which cannot be accurately 
separated from policy actions: therefore, as an indicator of 
policy, the usefulness of equilibrium exchange rate estimates is 
limited. Secondly, the usefulness of such estimates as inter- 
mediate targets is also questionable because, as suggested by 
the discussion above, reliable relationships have not been 
established between the real exchange rate and the funda- 
mental target variables. Thus intervention in the foreign ex- 
change markets needs to proceed with great caution, since the 
degree of over- or undervaluation cannot be defined with ac- 
curacy and because knowledge of the determinants of the ex- 
change rate is highly imperfect. For example, a considerable 
difficulty facing the policy maker, as shown in chart 2.2.3, is 
that a currency may be under- or overvalued according to the 
choice of period and the method of calculation used in the 
comparison. Experienced practitioners of monetary policy ap- 
pear to be aware of the limitations of intervention: perhaps 
the best that should be hoped for is some general agreement 


44 Jeffrey D. Sachs, ‘‘The policy mix and the dollar’, Brookings 
Papers on Economic Activity, 1, 1985. Sachs also shows that dif- 
ferences in fiscal policy can account for differences in the real interest 
rate. Thus the expansionary fiscal policy in the United States is seen as 
the major reason for the strong dollar. 

45 Richard Meese and K. Rogoff, ‘‘Was it real? The exchange rate- 
interest rate differential relation, 1973-1984’’. International Finance 
Discussion Papers, No. 268, Washington, D.C., 1985. 


“as to an acceptable broad range of exchange rates—possibly 
deliberately fuzzy ... consistent with mutual balance of pay- 
ments equilibrium ...’’. 46 


The dollar has in fact been falling since February 1985 but it 
is very difficult to judge how much further it should fall or, in- 
deed, whether it should fall further at all. In the early months of 
1986 there has been some concern at the consequences of a con- 
tinued depreciation of the dollar. 


(iv) Conclusions 


The prospect is now for a strengthening of the economic 
upswing in the market economies of the ECE region. With the 
growth of output rising to around 3 1/2 per cent there is at last a 
possibility of a marked improvement in the growth of employ- 
ment. This brighter outlook is largely due to the large fall in oil 
prices which has made the need for an easing of policies in 
western Europe less urgent. At a later stage, perhaps in 1987, 
policy changes may be required to sustain the higher pace of 
growth. The expected improvements in growth and economic 
balance in 1986 should anyway enlarge the scope for fiscal 
policy in western Europe to respond to the eventual restraining 
effects of reductions in the United States budget deficit, which 
will begin to be felt some time in 1987. At this later stage in the 
upswing it may also be necessary for policy coordination to 
bring about a world-wide reduction in nominal, and hence, real 
interest rates. 


This outlook for more balanced growth in the developed 
market economies should contribute to greater stability in the 
world economy as a whole. The debt problems of the develop- 
ing countries have already been mentioned in this context. It 
might also be expected, or at least hoped, that faster growth 
will help to curb the growth of protectionism in the developed 
countries and thereby ease another constraint on international 
trade in general and, in particular, on the exports of developing 
countries. But although protectionism increased in the wake of 
the recession, its reversal will not be easy. One reason for this is 
the well-known phenomenon that once vested interests have ac- 
quired special treatment they will fight hard to retain it. 


But a second, and perhaps equally powerful, reason is that 
the new protectionism is, by design, poorly documented and 
less transparent than tariffs and other well-known instruments. 
This is evident from the ways in which protectionism has been 
developing: non-tariff barriers have been substituted for ta- 
riffs, industrial policies for trade measures, specific measures 
for general measures, and bilateralism for multilateralism. All 
of these substitutions make protectionism harder and more 
costly to document and amount to a large-scale erosion of the 
existing rules for international trade. Given this state of affairs 
the return to higher rates of growth will not be sufficient to re- 
verse the drift away from free trade: a concerted and sustained 
international policy response is necessary. 


46 Paul A. Volcker, in an address published in the Federal Reserve 
Bank of New York, Monthly Review, January 1976. 


OUTPUT AND THE STRUCTURE OF DEMAND 


Real GDP growth in western Europe in 1985 was about the same as in 1984, but there was a sharp deceleration in 
the United States. For the market economies as a whole total output rose by about 2 1/2 per cent compared with 
4 1/2 per cent т 1984. Private consumption was a major support to growth, but in western Europe public con- 
sumption remained subdued. Investment in machinery and equipment rose strongly, but housing and other 
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construction was sluggish. In the United States the trade deficit pulled down the growth in domestic production. 
This section reviews (i) changes in the level and pattern of output and (ii) changes in the structure of demand. 


(i) Changes in the level and pattern of output 


The cyclical upswing continued in 1985 for the third suc- 
cessive year and there are no indications that it will be interrup- 
ted in 1986. Preliminary estimates for total output growth in the 
market economies in 1985 confirm that it was in line with the 
forecasts made at the beginning of last year, 47 although the in- 
dividual components of output and demand did not always de- 
velop as expected. For the 13 countries of western Europe com- 
bined total GDP increased by somewhat more than 2 1/4 per 
cent, about the same rate as in 1984. Growth rates in the smaller 
countries continued to be somewhat higher than those in the 
four larger economies (table 2.3.1). 


In the United States GNP growth decelerated from about 6.5 
per cent in 1984 to somewhat less than 2.5 per cent in 1985. This 
is significantly below the Administration’s forecast of a growth 
rate close to 4 per cent in 1985. 


The difference in growth rates between North America and 
western Europe was thus more or less eliminated in the course 
of 1985, the west European countries maintaining fairly steady 
growth and the United States decelerating sharply. 


The slowdown in the United States did not come as a 
surprise. The high dollar exchange rate during the last two 
years, and especially in the first half of 1985, was eroding the 
competitiveness of the agricultural and industrial sectors in the 
United States. Domestic demand was leaking into imports with 
increasingly negative effects on domestic activity levels. 
Consequently, industrial production decelerated sharply, as did 
fixed investments in 1985. 


The wedge driven by net imports between domestic demand 
and total output is illustrated in chart 2.3.1. For the United 
States the cumulative increase in real GNP between 1983 and 
1985 was about 12.5 per cent, while the increase of domestic de- 
mand over the same period was just over 16 per cent. The dif- 
ference is reflected in the unprecedented deterioration in the 
foreign balance: imports of goods and services increased by 35 
per cent and the volume of exports declined by about 0.5 per 
cent. In western Europe, not only did GNP grow at a much 
more modest pace than in the United States over this period (6 
per cent), but real domestic demand lagged behind output 
growth, reflecting the larger increase of exports (16 per cent) 
than of imports (12.5 per cent). 


Although exports have continued to support output growth 
in western Europe, domestic factors, notably investment in ma- 


47 Only in Norway and Switzerland was the outcome for 1985 much 
more favourable than expected, with the actual GDP growth rate ex- 
ceeding the forecast by about 2 percentage points. In Norway this was 
mainly due to a much stronger than expected growth of private con- 
sumption, while in Switzerland there was a sharp acceleration in export 
growth. 


26 


TABLE 2.3.1 


Annual changes in real GDP, 1983-1985 
(Percentage change over previous year) 


1983 1984 1985 

Етапсео. бя... eet et eo a 0.7 3 1.0 
Germany, Federal Керч Ис of... 1.5 2.1 2:5 
Па аа — 0.4 2.6 2.4 
United Kingdom я. 3.4 2.5 9.5 
ПСО te eee ih) 23 22 
AUStrid Sankt ett eane ees 201 2.0 3.0 
Верт cc nec oo Ce ee ee —0.1 1.3 Ly, 
Denmarkeicce cee tee eee ой ЕР 2.0 
а а о 3.0 3.0 aS 
[relarid Kyi. ие eae — 4.4 25 
Netherlandsssc. cs. See 0.9 iN 2.0 
NOfway зы заза see ese ase 3.9 3.8 4.4 
Swedes mich okie Зе oe 2.4 3.4 2, 
БУ 0.7 9-1 Sik 
Total 9 COUNTICSiae oe eee 1.6 Dae 2.6 
UOtaLTSiCOUTITICSs certs ae ee 1.4 BF 2 
Winited|Stateste- ane ee 3.4 6.6 23 
сапа ль teenies 2 aes 5-0 4.0 
ROG GDOVCL a eee ae 255 4.5 2.4 


Source: National statistics. For 1985 see Appendix to this section. 


а Average of the three alternative measures of GDP. 


chinery and equipment and private consumption (see below), 
became increasingly important in the second half of 1985. 


Quarterly figures for GDP (which are not available for all 
west European countries) indicate a marked deceleration in the 
pace of economic activity after the-third quarter of 1984. Ex- 
pectations for a resumption of stronger growth in the first 
quarter of 1985 were disappointed mainly because of the effects 
of the harsh winter. In a few countries there were even absolute 
declines of output in the first quarter. Italy and the United 
Kingdom are exceptions to this pattern. In Italy, GDP had al- 
ready fallen in the last quarter of 1984 but recovered in the first 
quarter of 1985. In the United Kingdom there was no decelera- 
tion mainly because of special factors, namely, the bunching of 
investment in the first quarter related to the phasing out of de- 
preciation allowances and, in the second quarter, the effects of 
the end of the miners’ strike on output and private consump- 
tion. In the second and third quarters of 1985 output and de- 
mand picked up in western Europe, with a very strong accelera- 
tion in the third quarter in the Federal Republic of Germany 
and Norway (table 2.3.2). 


In the United States there was a sharp slowdown in the pace 
of economic activity in the second half of 1984. In the first 
quarter of 1985 output growth resumed but it quickly became 
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CHART 2.3.1 


Real GNP and domestic demand, 1981 — 1985 


(Annual growth rates) 
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TABLE 2.3.2 
Quarterly changes in real GDP 
(Percentage increase over previous quarter at annual rates; seasonally adjusted) 
1984 1985 
Ш Ih I I Ш 
а оао о 9:7 — 0.8 —1.0 3.6 Tez 
Genmany, beds Вер. Olle ance. esis eos 9.14 3:2 _ 4.6 5.6 9.2 
а о о е.. 4.4 2.3 Sia 333 0.8 
UnitediKking domly еее а. ый 9.5 3.8 4.5 4.9 ет 
ПО СОНИ. 5.6 Ted — 0.5 5 3.9 
ЕМУ (hn tte а So оо о one aoe ae 14.7 21.4 2.1 -7.4 Dow 
Sweden street eres аа. 7.0 4.9 _ 0.4 2.8 6.6 
оапаа о rarcrarst ar tenet. To kere 6.6 228 2.8 4.5 7.0 
WnitediStatesuetenas ter oe wc зе ав 2.1 0.6 ЭТ Lea 3.0 


a ШШ888&®юишШ8&®&®&®&®&ъ>ъ>&®ыъ([6ВЁ6868окок_кцкцкцдцдцдцдцдцдцдцдцдкдкдкдкдкдкдкдкдкдк 
Sources: USA: US Department of Commerce, Bureau of Economic Analysis, NE WS; Federal Republic of Germany: Séatistische 
Beihefte zu den Monatsberichten der Deutschen Bundesbank, Nr. 1/1986; France, Italy, Canada: OECD, Main Economic Indicators, 


December 1985; United Kingdom: CSO Press Release, 20 December 1985; 


Sweden 


SCB, Nationalrdékenskaper, BNP-Kvartal 85:3; 


No. 1/1986. Norway: Statistisk Sentralbyra, @konomiske analyser, Nr.1-1986 Canada: Statistics Canada, Canadian Statistical Review, 
January 1986. Note that the data for Norway are at /984 prices and are not seasonally adjusted. 


а Influenced by strike in the second quarter of 1984. 
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CHART 2.3.2 


Industrial production: recession and recovery 
(Indices, 1980 = 100; seasonally adjusted) 


ee United States 


wecceececes Western Europe (8 smaller countries)? 
sencensnseses Western Europe (4 major countries)? 


1982 


Source : OECD, Main Economic Indicators, Paris. 


1983 


1984 


a Austria, Belgium, Finland, Ireland, Netherlands, Norway, Sweden, Switzerland. 
b France, Germany, Fed. Rep. of, Italy, United Kingdom. 


clear that the expansion had lost its strength 48 and that the 
growth forecasts for the year as a whole would have to be re- 
vised downwards. In fact, after another sharp deceleration in 
the second quarter, there was a modest upturn in the second 
half of the year. 


Industrial production continued to rise in all the market 
economies of the ECE region and, in general, at somewhat 
higher rates than for total output. However, as with total GDP, 
the overall tendency was for a deceleration in the annual rate of 
growth (table 2.3.3). There was a much sharper slowdown of 
industrial activity in North America (see also chart 2.3.2). 


The major exceptions to this general pattern are the Federal 
Republic of Germany and the United Kingdom, where growth 
rates accelerated sharply. In the United Kingdom this reflects 
the recovery of the energy sector after the end of the miners’ 
strike: output growth in manufacturing industry actually 
slowed down. In the Federal Republic of Germany the driving 


48 The recently published revised US national accounts figures differ 
significantly from the old series. The latter showed an acceleration in 
the fourth quarter of 1984 (compared with the previous quarter) and 
locate the stagnation only in the first quarter of 1985. 


TABLE 2.3.3 


Index numbers of industrial production 
(Percentage change over previous period) 


1983 1984 1985* 

PYAnce@eecn.c ЕЯ 1.0 2.0 1.5 
Germanys Беер: о, scene ae 0.7 3.4 6.0 
о Oe Anon eee ee —3.2 3.4 BS 
UnitediKine dome. eee ee 33 2 5.0 
ТИ И teas eee ee 0.6 2.6 4.0 
Аа и ries ee rae. 0.9 5.4 4.5 
Варе ee qe Che Ane es 2.0 2.9 Ses 
Ната tee stn wane ee eee 2.9 5.6 3.0 
Ineland Seu оне 6.4 12.8 6.0 
Ме ет [ао ее и] San 2.5 
INOIWay оон пе 8.1 5.6 3.0 
Ве в О В 4.5 isi 2.5 
Бета о ее —1.0 2.1 4.0 
ОГО СОНИ omen eet ater eae 2.4 4.8 о 
О Е оо вор ооо ово в 6.0 11.4 2.0 
Сапа о 6.0 8.5 3.5 
Total North America............ 6.0 11.2 2.0 


Source: OECD, Main Economic Indicators, Paris; and ECE secretariat estimates. Figures 
for 1985 are rounded to the nearest half of a percentage point. 


. Output and the structure of demand 29 


TABLE 


2.3.4 


Capacity utilization rates in manufacturing industry 


nied ee (Per cent) 
varus 1 ca a 
/ 1979 1983 1984 1985 к И 
НЕ ен. 
О О, НИНЫ 84.6 81.5 81.9 82.8 0.9 
Germany, Fed. Вер. о! ......... 84.2 77.0 80.2 83.7 2.5 
Italy нее 75.4 70.0 72.0 74.0 — 0.3 
United Kingdon ee ee 84.2 76.6 82.5 85.5 1:7 
Аза Sis, sitios cate 86 79 80 83 
Belgium eee ice ee 76.2 75.8 76 78.8 2.4 
ireland G.e¥ i: Fe ee. kel 68.1 58.0 61.5 Sil} 2.9 
Netherlands. tse. я 1% 81.4 79.5 82.3 83.8 0.1 
Swedeniersw wien: Suarteeren ie 83.0 82.2 85.5 87.4> Oe 
Wnited! States: ere ate see 86.0 74.0 80.0 80.3 > —0.4¢ 
Canada lt м eee, BPO) ee 85.7 hes Se 76.04 


SS 


Source: Belgium, France, Federal Republic of Germany, Ireland 


, Italy, United Kingdom: Commission of the European Communities, 


European Econom у, Supplement B, November 1985, Table 3; Sweden: Statistiska Centralbyran, Statistiska Meddelanden (Industrins Kapa- 
citetsutnyttjande); Canada, United States: OECD, Main Economic Indicators, Paris; Austria: Oesterreichisches Institut fiir Wirtschafts- 


forschung, Monatsberichte, No. 1/1985 and 1/1986. 
4 Data refer to November of corresponding year. 
b Average of first three quarters. 
© Third quarter. 
9 First quarter. 


TABLE 2.3.5 


Capacity utilization in major sectors of manufacturing industry 
in the European Community а 


Per cent 
Percentage point increase 
1983 1984 1985 1985-1 to 1985-IV 
Gonsumer foods). faeces ee fold 80.2 79.3 81.7 0.6 
Investinent SO0dS cea Ее 76.8 77.6 82.2 3.4 
Intermediate ОО se chon. at eer 75.9 79.5 80.9 —0.6 
Motalindustiyey, «vee о tek wi tesa Gael 79.1 81.6 lhe? 


Source: Commission of the European Communities, European Economy, Supplement В, November 1985, table 5. 


4 Excluding Greece. 


force behind the acceleration was the vigorous expansion of 
output in the investment goods sector, a result of a strong de- 
mand for machinery and equipment in the home market and, 
notably, abroad. 


Capacity utilization rates 


In western Europe capacity utilization (CU) rates in manu- 
facturing industry in 1985 were 2-3 points above the average 
rates in 1984 (table 2.3.4). In the United States, in contrast, the 
CU rate fell slightly during the year and, for the year as a 
whole, was probably somewhat below the average rate in 1984. 
For a number of countries, however, the comparison of average 
annual rates conceals the relative sluggishness of economic ac- 
tivity during the course of the year: in Italy, the Netherlands 
and Sweden, CU rates more or less stagnated between the be- 
ginning and the end of 1985. 


Within manufacturing industry there was а particularly 
strong increase in the CU rates of the investment goods produc- 
ing branches, 49 clearly the effect of the buoyant demand for 


49 In Austria there has been a particularly sharp rise in capacity 
utilization in the basic goods sector: it rose from 69 per cent in 1984 to 
83 per cent in 1985—thus making a significant contribution to the rise 
in the average CU rate for total industry. But this rise reflects not so 
much higher output levels as the reduction of capacities in the petro- 
leum industry. 


machinery and equipment. For the member countries of the 
European Community the average utilization rate in this sector 
rose in 1984/85 by 4.6 points, compared with 2.5 points for 
total industry. Table 2.3.5 also indicates a strong acceleration in 
the pace of activity in the investment goods sector relative to the 
other branches: from the first to the fourth quarter of 1985 the 
CU rate rose by 3.4 points, in contrast to only 0.6 points in the 
consumer goods sector and a decline of 0.6 points in the inter- 
mediate goods sector. 


Despite this general increase in capacity utilization, business 
surveys suggest that the majority of firms in manufacturing in- 
dustry still consider the available capacity to be more than suffi- 
cient to meet the expected increase in the demand for goods. 
Two striking deviations from this average picture are Denmark 
and the Netherlands, where there was virtually no spare ca- 
pacity at the end of 1985. *° 


Sectoral contribution to output changes 


The sectoral composition of total output has changed with 
the cyclical variations of the last six years. Comparing output 
levels in 1979, the last major cyclical peak in western Europe, 
and in 1982, the trough year of the recession, the losers in both 


50 Commission of the European Communities, European Economy, 
Supplement В, November 1985, tables 4 and 5. 
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TABLE 2.3.6 


Sectoral contribution to changes in total GDP 
(I. Cumulative change in per cent; II. Percentage point contribution to total change) 


Western Europe United States 
1979-1982 1982-1985 1979-1982 1982-1985 
Sectors 1 I и I 1 П I I 

A о 
Ар аа 12.0 0.5 2.8 0.1 13.4 0.3 Sy) 0:2 
Мини: ИНП а ее 0.3 — 10.1 0.6 2.9 0.1 4.7 0.2 
Мапи асе о, ее не —3.4 —1.0 Tew) zal —8.3 —1.7 19.1 4.4 
Construction ее — 5.6 — 0.4 — 4.0 — 0.2 —16.0 -—0.5 14.1 0.5 
о ое 3.8 1.6 7.3 ЕЯ 3.9 1.9 153 8.4 а 
Government ес" 4.7 0.6 29 0.4 HA 0.2 0.7 0.2 
Totaloutput change (фревсепр areas His! les 6.0 6.0 0.2 0.2 13.8 13.8 


en a Есин ити 


Source: National statistics and ECE secretariat estimates. 
Note: Figures may not add up to total because of rounding. 


а Cumulative change in per cent. 


western Europe and the United States were manufacturing and 
the construction industry. For both sectors the drop in output 
was much sharper in the United States than in Europe (table 
2.3.6). Output of services grew at the same pace in both areas 
and nearly (USA) or more than (western Europe) offset the 
output decline in the other industries. 


During the period of recovery (1982-1985) there is again a 
striking difference between the amplitude of the cyclical 
fluctuations in the United States and western Europe. In the 
United States manufacturing production rose by 19 per cent 
and service output by some 12 per cent, together accounting for 
roughly 90 per cent of the recovery in total output. In western 
Europe output in both these sectors rose by roughly the same 
amount between 1982 and 1985 (7 per cent), and the growth of 
total output (6 per cent) was more modest than in the United 
States. In both western Europe and the United States a signifi- 
cant part of the increase in manufacturing production was 
simply an offset to the absolute decline that had occurred dur- 
ing the recession, whereas the output of services had been grow- 
ing continuously. 


Clearly the manufacturing and service sectors in the United 
States were much more vigorous in the recovery, but this re- 
flects the more expansionary stance of US fiscal policy in the 
last few years. Nevertheless, the relative roles of these two 
major sectors were broadly the same in both areas, with manu- 
facturing accounting for about one third of the rise in total 
output and the service sector for some 50 per cent in western 
Europe and 60 per cent in the United States. 


(ii) The components of demand 


(a) Private consumption 


Real private consumption expenditures grew more rapidly 
than in 1984 in virtually all the west European economies. For 
the 13 west European countries combined the growth rate 
nearly doubled from | per cent in 1984 to just below 2 per cent 
in 1985 (table 2.3.7). Belgium was the only country where real 
consumption hardly changed, a reflection of stable employ- 
ment and higher taxes on household income. In many countries 


TABLE 2.3.7 


Annual changes in real private and public consumption, 1983-1985 
(Percentage change over previous year) 


Private consumption 


Public consumption 


1983 1984 1985 1983 1984 1985 

IRTANCE acceler И 1.0 0.7 1.3 135 0.3 112) 
Germany, Fed. Rep. of...... ial! 0.6 1-7 0.3 2.4 22 
ть А — 0.3 1.8 Des 2.4 2 1.9 
Wnitedikingdomir..e eer. 4.0 1:7 ро 1.9 1.0 = 
Total4 countries ......... Hs} 1.0 1.8 1.2 1.6 1.4 
ANSE Re bck eee 5.4 —0.8 PES) 2.2 0.9 15 
Belgium о oar ales 0.8 0.2 0.5 = (Ue 0.5 
Denmark cee. tore V9 рт 25 —0.6 — 0.6 OF 
Ebel, Cos ccoun eacachuude Dei, 3.0 3.0 4.0 3.8 3.0 
Ireland) Sas eee —2.0 — 0.5 1.8 —0.1 — 1.2 0.5 
мещенаца я. 0.4 —0.5 [.5 1.0 — 1.5 0.5 
Мора ее ee {1.2 1.5 15 3:7 2.0 3.2 
Ме cere — 1.8 1.3 2.8 0.8 2.0 0.9 
Ма 1.6 tes 187 3.8 т 2.0 
Total9 countries ......... 0.6 0.9 22 1.4 0.7 Ne 
Total 13 countries ........ NGPA 1.0 1.9 Nes} 1.4 1.4 
ео аа 4.6 4.4 3: 1.0 4.3 5.8 
@anadaes yaa ee: sae ae 8.7 4.0 0.6 2.6 2.5 
Поварово 3.0 2.8 ay Hall 2.9 ay, 


Source: National statistics 
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most of the increase seems to have occurred in the second half 
of the year. 


As indicated above (see 2.3(i)), economic activity was badly 
affected in the first quarter by the harsh winter. There were also 
a number of other specific factors: in the United Kingdom, for 
instance, the miners’ strike had still to be settled and in the Fed- 
eral Republic of Germany there was a pent-up demand for 
motor cars because of uncertainties surrounding the tax regula- 
tions on installations designed to reduce the level of motor car 
exhaust emissions. In Austria orders for private motor cars 
were probably brought forward to the third quarter because of 
tax changes on vehicles not conforming to the new environ- 
mental regulations which entered into force in autumn 1985. 
However, the major general factor behind the acceleration in 
consumer expenditures was the decline in the rate of inflation in 
all countries. This made for a higher growth of real disposable 
income even in the few cases where the growth of nominal in- 
come was unchanged. An additional overall factor was the in- 
crease in total employment and the decline of the number of 
persons working short time. Only in Belgium, France and Ire- 
land was private consumption restrained by stagnation or de- 
clines in the level of employment. Moreover, the fall in interest 
rates increased the willingness of households to take on more 
credit. From the limited and preliminary statistics available to 
date there appears to be no general trend in the movement of 
households’ savings ratios. In some countries they remained 
more or less unchanged (as in the Federal Republic of Ger- 
many), in others they appear to have fallen markedly (as in 
France, Norway and Sweden), while in the United Kingdom 
and Italy they increased slightly. 


The growth of real consumer expenditures, nevertheless, re- 
mains relatively low, reflecting the generally modest growth of 
wages. However, this was not the case in the United Kingdom 
where, despite the high level of unemployment, average nom- 
inal incomes rose at a markedly faster pace than in the other 
west European countries. (Part of this reflects the once-and- 
for-all effect of the recovery of wages and salaries after the set- 
tlement of the miners strike.) Real disposable income also rose 
strongly in Norway, where the rise in real consumption was the 
highest in the whole region. This reflects the expansionary 
fiscal policy pursued in Norway over the last two years and the 
easing of credit conditions following the deregulation of the 
financial markets. The household savings ratio declined sharply 
and consumer debt increased: 5! in contrast to the majority of 
European countries, interest payments on consumer debt are 
tax deductible in Norway. 


In France the major support to private consumption came 
from the fall in inflation rates and the household savings ratio, 
total nominal disposable incomes growing at approximately the 
same rate as in 1984. The falling inflation rate was also the 
dominant factor in Italy, where there was actually a slowdown 
in the growth of nominal disposable income and a slight 
increase in the savings ratio. 


In the United States private consumption was the major sup- 
port to economic growth in 1985, even after allowing for the 
fact that a large share of consumer demand was met by im- 
ported goods. Employment growth decelerated, as did average 
earnings. However, the subsequent fall in the growth of dis- 
posable income was more than offset by a marked decline in the 
household savings ratio and a large rise in consumer debt. In 


51 This is largely reflected in an exceptionally large increase in 
purchases of private motor cars in 1985. These rose by more than 40 
per cent in real terms in 1985 and contributed significantly to the sharp 
acceleration of total consumers’ expenditure. 


fact, in the third quarter of 1985 the household savings 
ratio—which has been declining since 1973—dropped to an his- 
torically low 3.7 per cent of disposable income. 52 (The average 
savings ratio for 1980-1984 was 6.7 per cent.) This has led to 
fears that the rising burden of interest and debt repayments may 
act as a brake on consumer spending in the near future. 


In western Europe the forecasts for real private consumption 
in 1986, made before the recent slide in oil prices, were in gen- 
eral for a higher rate of growth than in 1985. In fact, consumer 
expenditure is expected to be the major support to continuing 
domestic output growth in 1986. An important factor behind 
this, in nearly all countries, is an accelerating growth of real dis- 
posable incomes, due in turn to the combined effect of higher 
nominal incomes, lower inflation rates and a steady although 
modest rise in total employment. Moreover, in some countries 
consumer expenditures will receive an additional stimulus from 
lower income taxes (France, the Federal Republic of Germany 
and, possibly, the United Kingdom). In contrast to the other 
west European countries, there is likely to be a marked slow- 
down in the growth of real consumer expenditures in Norway 
and Sweden. In Norway this is mainly due to the sharply de- 
celerating demand for imported cars and the fact that the sav- 
ings ratio, which fell quite strongly in 1985, will either stabilize 
or increase slightly; in Sweden, it reflects the negative impact of 
changes in taxes and transfer payments on disposable incomes. 


A strong deceleration in consumer expenditures is also ex- 
pected in North America. In Canada this is caused by a sizeable 
slowdown in the growth of disposable incomes due to smaller 
increases in business profits and transfer payments and an in- 
crease in direct taxes. In the United States this prospect is 
mainly based on the assumption that the household savings 
ratio will stabilize or even rise: but there is considerable uncer- 
tainty about this. Real disposable incomes are in any case ex- 
pected to grow at about the same rate as in 1985. Nevertheless, 
private consumer expenditures—as in western Europe—will be 
a major support to domestic output growth in 1986. 


(b) Stockbuilding 


The contribution of stockbuilding to GDP/GNP growth was 
generally modest in 1985. In a number of countries it had a 
strong dampening effect on domestic demand: this was the case 
in Austria, Finland and Ireland, and to a lesser degree in 
Denmark and France. In contrast, stock changes contributed 
strongly to total growth in the Netherlands, Norway, Sweden 
and the United Kingdom. For western Europe as a whole stock- 
building had accounted for nearly a quarter of total output 
growth in 1984, but in 1985 its relative contribution was about 
halved. 


There was also a strong turnround in the stock cycle in the 
United States as a result of the deceleration in the pace of 
economic activity. In 1984 the change in stocks had accounted 
for about 30 per cent of total GDP growth, but in 1985 its con- 
tribution was negative (—0.8 percentage points). 


52 This is according to the US definition of savings. It is not easy to 
compare savings ratios across countries because of different accounting 
practices relating inter alia to the financing of dwellings and the treat- 
ment of savings in the non-corporate sector. Thus, for example, a study 
made by the Deutsche Bundesbank attempts to compare the householc 
savings ratios in the United States and the Federal Republic of Ger- 
many by calculating the ratio for the US according to the Federal Re- 
public’s accounting principles. For the period 1980-1982 this comes to 
11 per cent—a sizeable difference from the original 6.3 per cent. (These 
calculations were based on the old national accounts data for the 
United States.) See: ‘‘Die Sparquote der privaten Haushalte in der Bun- 
desrepublik Deutschland im internationalen Vergleich’, in Monats- 
berichte der Deutschen Bundesbank, 36 Jg., Nr. 1/1984, pp. 30-35. 


32 The market economies of Europe and North America 


TABLE 2.3.8 


Changes in the components of gross fixed capital formation 
(Percentage change over previous year) 


Machinery and equipment Structures, buildings 


a Sh] р UE Te Ae eS eS eee 


Напор В.о. 
Genmanys Keds Верой ее - 
а оса < о хо реа сю чо с А Ges 
ЕАО ое ее о - 


АЗОТА А, оО dole AO TR Reh. ee ees 
Верин ии о лоне tomcat aye се дао 
Denmatk еле ord ks ое и о 


ЕК сы о Со ео НАТ © 
SWEGen heer ae ее 
Switzerland eet. Пе <. 


1984 1985 1984 1985 
1.5 5% bar = 
=:0.5 8.8 1.6 = 
95 11.3 = 0.5 leo 
6.8 а ne 9.0 
4.6 9.0 —0.5 = 
16.0 19.5 9.4 9.4 
116} Ci —4.7 7) 
i 8 —10 —4 
8.7 10.5 3.0 = 
16.9 26H 11.0 = 
3.2 16.5 2.0 0.2 
3.9 9.0 4.1 Dep 
22-2 ПС 13.9 651 
4.8 3.4¢ = 7-7 


Source: National statistics. 
а Private sector only. 


ь The growth rates for 1984 and 1985 are not directly comparable because of the base year change from 1980 (for the 1984 figure) to 
1984 (for the 1985 figure). Figures for machinery and equipment exclude ships and boats. 


© Based on first nine months. 


In 1986 an acceleration of stockbuilding is expected in the 
United States, thus again providing a positive contribution to 
total growth. In western Europe, the forecasts made towards 
the end of 1985 envisaged only a very small contribution to 
growth from stockbuilding. 


(c) Public consumption 


Changes in real government consumption in western Europe 
remained subdued in 1985, reflecting unchanged fiscal policies 
in the majority of countries which aim to reduce or stabilize 
budget deficits (table 2.3.7). Consequently it has been excep- 
tional in the last few years for government consumption to 
grow faster than total domestic demand. Nevertheless, public 
expenditures continued to rise relatively fast in Finland, Nor- 
way and Switzerland. However, only in Finland and Norway 
did the contribution of public consumption to total growth ex- 
ceed more than half a percentage point; the average contribu- 
tion in western Europe was more modest (0.25 percentage 
points). 


The west European experience here is in striking contrast to 
the United States, where government consumption has been a 
major factor behind the expansion of domestic demand. Over 
the last two years government consumption increased by about 
10 per cent compared with about 3 per cent in western Europe. 
The contribution to economic growth has been significant and 
increased slightly in 1985. 


Forecasts for 1986 point to a further deceleration of public 
consumption growth in the majority of the countries reviewed. 
Only in France, Denmark, Sweden and the United Kingdom do 
existing plans point to slightly higher growth rates. For western 
Europe as a whole the increase should be about the same as in 
1985 (1.4 per cent). 


A sizeable decline in the growth of government consumption 
in the United States is expected in 1986: a rise of less than 3 per 
cent compared with over 5 per cent in 1985. This deceleration is 
partly due to cyclical factors and lower interest charges on the 
public debt. Attempts to reduce the structural budget deficit 
may also begin to have some impact towards the end of the 
year. 


(d) Fixed investment 


The overall conditions for business investment in western 
Europe have been relatively favourable over the last two years. 
Increasing demand, higher rates of capacity utilization, to- 
gether with improved profitability and rising business con- 
fidence, led to a significant rise in expenditures on machinery 
and equipment. Evidence from business surveys also suggests 
that investment in 1985 was increasingly motivated by the desire 
to augment production capacities. 


There was a marked acceleration in 1985 of expenditures on 
machinery and equipment in those countries where the increase 
had been relatively small in 1984 (Austria, Finland, the Federal 
Republic of Germany, Sweden and Switzerland), while in other 
countries the high rates in 1984 were more or less maintained 
(Denmark, Ireland, Italy, the Netherlands). In contrast, this 
category of investment remained sluggish in Belgium and 
France. There was, furthermore, a sharp drop in investment 
growth in Norway after a vigorous expansion in 1984: this 
largely reflects the volatility of investment in the oil sector. 
The slowdown in the United Kingdom had been expected and 
mainly reflects the bringing forward of investments into 1984 
and early 1985 in anticipation of the phasing out of tax 
allowances on investment in the spring of 1985. 


From the available data it appears that in nearly all countries 
most of the surge in investment expenditures was in the manu- 
facturing sector. Investment behaviour in the non-manufactur- 
ing sectors varied much more between countries. It should also 
be noted here that the underlying strength of investment in in- 
dustry may be difficult to assess in so far as an increasing part 
of the capital equipment used is leased from other companies, 
usually financial companies in the service sector. However, in 
the national accounts statistics capital assets are allocated to the 
different sectors on the basis of ownership rather than use. 


Investment in structures was in striking contrast to that in 
machinery and equipment. The general tendency was for a fur- 
ther decline or only modest growth. This reflects the continuing 
weakness of public investment, the sluggishness in industrial 
building and, especially, the deep-rooted structural problems in 
the housing sector in many countries (chart 2.3.3). The latter 


Output and the structure of demand 33 


CHART 2.3.3 


a Changes in the components of real fixed investment 


(1975 = 100) 
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Source: National statistics. 


а Including dwellings. 


Ь 13 countries. 
c Private investment. 


are partly due to the saturation of demand in some 
countries, the negative impact on the demand for housing 
of low growth rates of real disposable incomes, and the 
high real interest rates of recent years. Moreover, produc- 
tion capacities in the construction sector appear to have 
been held artificially high in many countries by various tax- 
subsidy schemes which, implemented occasionally, give only 
a temporary boost to the demand for housing. Thus, in the 
Federal Republic of Germany such schemes led to a sharp 
rise in the construction of dwellings in 1983; thereafter the 
housing market stagnated and in 1985 there was a sharp 
decline of investment in dwellings which completely offset 
the large increase in expenditures on machinery and equip- 
ment. 


The net effect of these generally opposing changes in ma- 
chinery and equipment on the one hand and structures on 
the other, was an increase in total investment in 1985 which 
was somewhat lower than in 1984 (table 2.3.9). 


In Canada there was a sharp acceleration in investment 
growth after two years of decline (1982-1983) and only modest 
growth in 1984. In the United States the weaker growth of in- 
vestment was not unexpected. Indeed, !t somewhat exceeds ex- 
pectations at the beginning of last year for an average rise of 6 
per cent and reflects the normal cyclical downturn accom- 


90 
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TABLE 2.3.9 


Annual changes in real gross domestic fixed capital formation, 
1983-1985 
(Percentage change over previous period) 


1983 1984 1985 

ETANCE MERTON. АО В ОА —2.3 — 2.2 0.2 
Germany, Federal Republicof...... 3.2 0.8 —0.8 
ау ches. cen Олл томе ель — 3.8 4.1 4.5 
оО Аа КОТ ро Безо ро оваче нов 4.6 8.2 4.2 
ИРИНЕ maa eine оо 0.7 1.6 р 
О wpe Cenc oe ic Rais Coen Game one —0.9 2.0 4.5 
Ве оны chords оон 4.1 1.1 Эр 
ОЕ небо re еси 1.6 125 8.0 
Rinlanid eee soe ern eae hr 4.7 —2.0 5.0 
ап ло, eres —9.1 —1.8 pag?) 
Медея а р а о 0.4 4.3 2.3 
Мода пы ею ый 1.4 11.1 — 13.8 
еек. оное ие има 1.6 3.9 6.3 
Switzerland seve. canteen etree el ers 4.3 4.0 4.7 
otal COUNTIES same ons nace ke 0.8 4.1 3.4 
Пола COUMIICS in. ша 0.7 PY 1.6 
Мес рае, о са ес 7.9 17.6 Kes 
Gan ada не. —5.7 0.7 6.5 
ПО ОВО ор ие аа Sie 8.7 4.5 


Source: National statistics 
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panying the weakening of final demand after the vigorous ex- 
pansion in 1983/84. 33 


Investment in dwellings stagnated, after increases of 43 per 
cent in 1983 and 13 per cent in 1984. The relatively strong rise in 
non-residential fixed investment nevertheless remains some- 
what surprising. For example, manufacturing industry planned 
to increase expenditures on new plant and equipment by 10 per 
cent in 1985 after an already large rise of 19 per cent in 1984. 54 
On closer inspection, however, it appears that this is largely a 
statistical carry-over effect. Thus, if total fixed investment had 
remained in each quarter of 1985 at the average level of the last 
quarter of 1984, this alone would have been sufficient to 
produce a year-on-year increase in 1985 of about 4 per cent. For 
producer durables (machinery and equipment) the same effect 
would be even larger (about 7 per cent). 


Before the sharp fall in oil prices the outlook for 1986 was in 
general for an improvement in the pace of investment in 
western Europe. This mainly reflects a modest acceleration of 
total investment in France and a marked improvement in the 
Federal Republic of Germany, partly because of the special 
factors noted above. In many of the smaller countries a 
deceleration was expected, particularly of expenditures on 
machinery and equipment. 


The outlook is more uncertain for the United States. Fore- 
casts made at the end of last year, before the sharp fall in oil 
prices and the stronger than expected devaluation of the US 
dollar, point to an overall growth of fixed investment of only 
1.5 per cent. In fact, a Department of Commerce business 
survey carried out in autumn 1985 indicated that firms in manu- 
facturing industry actually planned to reduce real expenditures 
on plant and equipment in 1986 by 4 per cent. It is likely, how- 
ever, that these figures are too pessimistic. The survey re- 
sponses were probably influenced by the discussions in Con- 
gress of the Administration’s plans to eliminate tax credits and 
to curtail depreciation allowances as part of the planned tax 
reform. However, it is now unlikely that any of these tax 
changes will be enacted before 1987. If they are announced for 
1987, the consequence is likely to be an acceleration of business 
investment in 1986. Also, the outlook for profits may be now 
more favourable given, notably, the brighter outlook for 
exports. Residential investments may also grow more than 
forecast if interest rates continue to decline. 


(e) Foreign demand 


Exports of goods and services from the market economies of 
the ECE region increased in 1985 by about 3.5 per cent, a 
marked slowdown from the 7 per cent growth in 1984 (table 
2.3.10). Some deceleration had been anticipated in the forecasts 
made at the beginning of last year, but the actual performance 
was about 1 1/2 percentage points below the expected rate of 


53 The strong investment boom in the United States in 1983 and 1984 
has often been associated with the tax changes enacted with the 
Economic Tax Recovery Act of 1981 and the Tax Equity and Fiscal Re- 
sponsibility Act of 1982. However, recent studies cast some doubt on 
whether the tax reductions really had a substantial impact on the invest- 
ment performance in 1983/84. It has been argued, for example, that 
“office equipment and automobiles account for 93 per cent of the 
growth in equipment spending since 1979—a pattern that causes 
problems for an explanation of the growth in investment spending that 
emphasizes the 1981-82 tax reduction. Not only did the tax act make 
almost no change in the tax treatment of automobiles, it actually in- 
creased the tax rate on computers’’. See Barry Bosworth, ‘‘Taxes and 
the Investment Recovery’’, Brookings Papers on Economic Activity, 
No. 1/1985, p. 4. 


4 Survey of Current Business, June 1985, pp. 21-22. 


5 per cent. The weak export performance of the United States 
was largely responsible for this slower growth: exports were 
expected to rise 6.5 per cent, but they actually fell by about 
3 per cent. 55 


In western Europe export growth in 1985 turned out to be 
somewhat stronger than expected. Among the four major coun- 
tries, only in France was export growth markedly lower than in 
1984. Exports from the other three large economies rose at 
roughly the same rate as in 1984. There was considerable vari- 
ation among the smaller countries, with export growth ranging 
from 8-9 per cent in Austria and Switzerland to 2-5 per cent in 
the Scandinavian countries. For the 13 west European countries 
combined total exports rose by 5.5 per cent in 1985 compared 
with 6.8 per cent in 1984. 


Import growth weakened more than exports in 1985 and was 
somewhat below earlier forecasts of some 6 per cent for western 
Europe as a whole. Import growth continued to be relatively 
weak in Belgium and France and decelerated strongly in the 
United Kingdom. In contrast to the common pattern, there was 
faster import growth in Norway and Sweden. 


The growth of imports into the United States decelerated 
sharply from about 24 per cent in 1984 to 2 per cent in 1985. 
This slowdown was much more marked than anticipated and 
reflects the stronger than expected fall in the growth of 
domestic demand. 


It is worth noting that the deceleration in the demand for 
foreign goods in the United States did not have a significant 
negative effect on the aggregate export performance of western 
Europe. This is because the United States market accounts for 
about only 8 per cent of all west European exports. For the west 
Europeans, trade among themselves, which accounts for some 
two thirds of their total exports, is much more important. 56 


For the west European countries combined, the changes in 
net foreign demand made about the same positive contribution 
to total output growth as in 1984, i.e., about 0.4 percentage 
points (table 2.3.11). Among the major countries the only ex- 
ception is Italy, where imports continued to outpace export 
growth. There are some large differences in the contribution of 
foreign demand among the smaller countries. In the Scandi- 
navian countries (particularly Norway and Sweden) net foreign 
demand had a large negative impact on total output growth, 
while in Austria, Ireland and Switzerland the impact was large 
and positive. 


In the United States net imports continued to pull down the 
overall growth rate of GNP. In 1985 the rise in real total 
domestic demand by about 3 per cent was lowered by roughly 
0.6 percentage points to give a GNP growth rate of 2.3 per cent. 


Currently available forecasts for 1986, which were mostly 
prepared at the end of last year, point to some slowing down in 
west European export and import growth. There are recent in- 
dications, however, that the overall economic prospects for 
western Europe may be better than implied by these forecasts. 
This improvement arises from a strengthening of domestic de- 
mand, but this in turn is likely to lead to a faster growth of im- 
ports—and given the importance of intraregional trade—to bet- 
ter prospects for exports. In any case, the foreign sector is not 
expected to make a significant contribution to total output 
growth in western Europe. In the United States, the un- 
favourable effects of the current account balance are expected 


В А large decline in agricultural exports was а major factor behind 
this development. 


56 See below, section 2.5, table 2.5.2 
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Volume of trade in goods and services, * 1983-1985 
(Annual percentage change) 


Exports Imports 
Е 1983 1984 1985 1983 1984 1985 
аси АЕ 4.4 6.9 9) 

И Е . A —0.6 2.6 25] 

Germany, Fed. Rep. of...... — 0.2 8.0 72 0.8 555 4.6 
Italy teense cent eee eee 93 7.0 6.0 0.1 9.6 8.0 
United Kingdom ........... ри) 6.9 TEM 6.1 9.4 3.8 
Total 4 countries ......... 1.9 7.4 5.9 IES) 6.0 4.3 
Austria а в 3.5 9.5 57 7.7 6.2 
Ва... Sl 4.5 4.0 —0.1 4.6 3.0 
Denmark О нь 3.8 3:5 4.4 0.3 6.2 6.4 
ее eee 37 6.1 4.0 3.6 1572 4.5 
О 4. St hana &. « 10.5 16.9 6.5 4.7 9.5 Dee, 
INetherlandsenee a... oo. 3.6 7.0 4.0 Bio 5.9 4.0 
INOK Wave Е ное iiss} 5 4.9 0.1 6.2 7.0 
Sweden и 10.7 6.5 2.0 0.4 4.7 8.1 
SWIEZeL and artic enna tee 1.0 6.1 8.3 4.4 Teal 5.6 
Total9 countries ......... 4.4 5.8 4.9 2.2 55 ae) 
Total 13 countries ........ Pie} 6.8 5 1.6 5.9 4.6 
Wnited а. —3.5 (oy?) —2.9 9.9 23.6 Del 
Ganadawenee Poe eee cr 6.4 19.5 4.2 8.1 14.4 55 
Total North America ....... — 1.7 8.8 — 1.3 9.5 21.9 2 
Е ода ван 1.4 7.4 3.5 4.0 11.0 3.9 

Source: National statistics and official sources listed in the appendix to this section. 
а National account basis. 
TABEE 2.3.1 
Contribution of net foreign demand (NFD) to changes in GDP, 1983- 1985 
(Percentage point contribution) 
1983 1984 1985 
GDP GDP GDP 
growth growth growth 

NFD (%) NFD (%) NFD (%) 

WVEStenlMEEODG а - 0.41 1.4 0.41 2.2 0.42 2:3 
LTA] ON COUNTIES 1. еее 0.20 1.3 0.49 7. 0.55 р 
9 SHiailenCOURITICS & os. <5 >, ааа 1.05 1.6 0.20 Heb) — 0.06 78) 
Winted States, Поти О а. — 1.44 5 —2.00 6.5 — 0.58 2.3 


Source: As for table 2.3.10. 


to shrink considerably, mainly as a consequence of the lagged 
effects on trade flows of the dollar depreciation in 1985. Export 
growth is expected to resume, at a rate of 3 per cent, while the 
growth of imports is expected to decelerate further to around 
3.5 per cent. 


APPENDIX 


This section has referred to official forecasts of GDP and its 
components in 1985 and 1986. Regional aggregates were made 
by the ECE secretariat on the basis of the dollar values of the 
relevant variables at 1975 prices and exchange rates. The 
sources of the various forecasts (and in many cases for 
estimates of 1985 as a whole) were as follows: 


Austria: WIFO Monatsberichte 12-1985 and 1-1986. 

Belgium: Ministére des Affaires Economiques, L’Eco- 
nomie Belge en 1984, Synthése Annuelle 1 
(May 1985) and OECD Economic Outlook, 
December 1985. 

Canada: OECD Economic Outlook, December 1985. 

Denmark: Economic Council, Dansk Okonomi, 
December 1985. 

Finland: Ministry of Finance, Economic Survey 1985, 
November 1985. 

France: Comptes Prévisionnels de la Nation pour 1985 


et principales hypothéses économiques pour 


Germany, 

Fed. Rep. of: 
Ireland: 
Italy: 


Netherlands: 


Norway: 


Sweden: 
Switzerland: 
United 
Kingdom: 


United States: 


1986, October 1985 (Projet de loi de Finances 
pour 1986). 


DIW, Wochenbericht, 1-2/1986. 

The Economic and Social Research Institute, 
Quarterly Economic Commentary, December 
1985. 

ISCO, Rassegna Mensile-Congiuntura 
Italiana, October 1985. 

Central Planning Bureau, Press Release, Sep- 
tember 1985. 

Nasjonalbudsjettet 1986, October 1986. (St. 
Meld. Nr.1 1985-1986) and Statistisk Sen- 
tralbyra, Okonomiske analyser, Nr.1-1986 
(Okonomisk Utsyn over aret 1985). 

Ministry of Finance, The Swedish Budget 
1986- 87, February 1986. 

La Vie Economique, La Conjoncture Suisse en 
1985 et les Perspectives pour 1986, January 
1986. 

H.M. Treasury, Autumn Statement 1985, 
November 1985. 

Economic Report of the President, February 
1986 and OECD Economic Outlook, 
December 1985. 


2.4 COSTS, PRICES AND INCOMES 


Cost pressures, especially those from material inputs, further weakened and the disinflation process continued 
with increasing momentum during 1985. Real wages improved without squeezing profits. Т hese aspects are 
reviewed in the present section: subsection (i) summarizes developments in various price indicators; subsection 
(ii) describes cost pressures and profit shares. The relative importance of the various factors influencing the 


inflation rate is discussed in subsection (iii). 


During 1985 price inflation continued to fall. In western 
Europe consumer prices rose by 5 per cent in 1985, the smallest 
increase for a decade and a half. Producer prices decelerated 
even faster: from 6 per cent in 1984 to about 4 per cent in 1985. 
The difference between inflation rates in western Europe and 
the United States narrowed considerably, partly because of the 
depreciation of the US dollar. 


The growth of nominal hourly earnings in western Europe in 
1985 was on average about the same as in 1984. However, there 
was much variation among countries and rates fell in most 
countries where they had been increasing relatively fast in 1983 
and 1984. The growth of hourly earnings was also fairly stable 
in the United States although their growth rate was much lower 
than in most west European countries. Although, on average, 
increases in hourly earnings stopped falling in 1985 their rate 
of growth was modest in comparison with previous cyclical 
upswings. 


Real hourly earnings improved everywhere. This improve- 
ment, accompanied by some deceleration in productivity 
growth was reflected in a slightly faster growth of unit labour 
costs: their strong and persistent downward trend of the last 
four years was checked in 1985, both in western Europe and 
North America. However, real product wages weakened fur- 
ther as the rate of growth of unit labour costs still rose less than 
final product prices and this, together with falling material in- 
put costs, helped to maintain profits. 


Prospects for 1986 are for further declines in the rates of in- 
flation: unemployment is expected to remain high and interna- 
tional commodity (especially oil) markets will remain weak. 
The depreciation of the US dollar will reinforce the decline of 
price inflation in western Europe, although working in the op- 
posite direction in the United States. 


(i) Strong disinflation in 1985 


The implicit price deflator of GDP (table 2.4.1), the broadest 
measure of changes in domestic costs, rose 5.8 per cent in 1985 
in western Europe, the smallest increase since 1970. It ac- 
celerated only in the United Kingdom and, to a much lesser 
extent and from a significantly lower rate, in the Federal 
Republic of Germany. In the United States the deflator rose 
considerably less than in western Europe (3.9 per cent). 


Consumer prices in western Europe rose 5 per cent in 1985, 
the smallest increase since 1969. The rate accelerated only in the 
United Kingdom (from 5 to 6 per cent, partly due to an increase 
in mortgage rates) 5’ and to a much lesser extent in Switzerland 
(table 2.4.2). The largest falls were in Austria, where the rate 
almost halved, and in Ireland and the Netherlands, where it was 


57 In the United Kingdom, in the second quarter of 1985, the index 
excluding mortgage rates increased by 4.6 per cent compared with 7 per 
cent when they are included. 


TABLE 2.4.1 
Changes in GDP deflator 
(Per cent) 

ee eee ee eer ыы 

1984 1985 
France: К rege ki Meek ne rere WEE 5.8 
Germany, Federal Republicof ......... 1.9 DED, 
tally capes seen ee ores eterna as 11.4 8.4 
Wnited Kingdontseece hore eee te 3.6 5.0 
Weighted averageof4 ................ 7.6 6.0 
Е Soe fone en eo bios ae wees 4.8 2.8 
Верин дл: rosie. Dera Ree 9.5 4.7 
Репа а etek 5.6 5.0 
И Soren ee: 8.9 6.0 
пеапа ооо, ОИ ТТ 5.6 
Мепенана о ве ее aoe 2.9 2.6 
INOEWay fateh. са. Sets 6 See ыЕ 9:1 И, 
Sweden: за а ларек 8.0 70 
етап и оо в 2.9 2.5 
Weighted averageof9 ................ 5.4 4.5 
Weighted averageofl3 ............... dee 5.8 
Canadace ee Aa cee eee ee ee 2 3.5 
О о пор о er een 4.1 3.9 


Source: National statistics. 


one third less than in 1984. The highest rates of inflation were in 
Italy (9 per cent) and Sweden (7.5 per cent). 

In the United States inflation, which after 1979 had fallen 
much faster than in western Europe, rose slightly in 1984 (to 4.3 
per cent) but fell again in 1985 (to 3.6 per cent) despite incréased 
food and fuel costs in the last quarter. There was a further 
narrowing of the difference between the rates of inflation in 
western Europe and the United States. 

Much of the deceleration in 1985 occurred in the second half 
of the year. The weakening of the US dollar vis-a-vis the 
European currencies, which started in February, in addition to 
depressed world commodity prices in US dollar terms, began to 
be reflected in consumer prices by mid-year. During the 
summer months, prices actually fell in a number of countries 
and in others were stable: this development was checked only 
during September and October, mainly by increases in public 
service tariffs and indirect taxes. During the third quarter there 
was a general, and in some countries very strong, price dece- 
leration which continued until the end of the year. In North 
America the deceleration in the second half was more moderate 
as the weakening of the US dollar had started to influence the 
import prices of manufactures and to partly offset the 
weakening in primary commodity prices. 

Producer prices decelerated strongly in 1985. In the United 
States they increased by less than 1 per cent for the year as a 
whole. In western Europe the increase of about 4 per cent was 
one third less than in 1984. The deceleration was strongest in 
the smaller countries and in the Federal Republic of Germany. 
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TABLE 2.4.2 


Annual and quarterly changes in consumer prices 


1983 1984 
Franceiset сти 2 eae oe 9.6 7.4 
Germany, Fed. Rep.of ....... 33 2.4 
Italy рии CMR 14.7 10.8 
Wnited: Kingdom werner 4.6 5.0 
Total of 4 

Unweighted average........ 8.0 6.4 

Weighted average.......... 7.4 5.8 
CANISIT ia gira tack ers ce eae oe 3.3 5.6 
В = acre ras sree Tal 6.3 
Denmark cc eee eter 6.9 6.3 
Finland Pesce te cena 8.3 Hel 
Ireland 29 Sera ВЕ НИ. 10.5 8.6 
Netherlands обоза ere aes 2.8 3.3 
Могла er аи 8.4 6.2 
Sweden Moral ges ао 9.0 8.0 
SWitzerlandcomeemete. Пе.” 3.0 3.0 
Total of 9 

Unweighted average........ 6.6 6.0 

Weighted average.......... 5.9 555 
Total of 13 

Unweighted average........ ea 6.2 

Weighted average.......... 7.0 5.8 
Canadarsnnee set sto anne 5.8 4.4 
О Е Пос een kee 3.2 4.3 


ея (Percentage change over corresponding period of previous year) 


1985 
1985 Ql Q2 03 04 
5.8 6.4 6.5 5:Й 4.8 
2.2 2.3 2.5 22 1.8 
rN 95 9.4 О оО 
6.1 5:5 7.0 6.3 5-5) 
SIN 5:9 6.3 5.8 о 
Soe) 8 5.4 5.7 5.2 4.6 М 
3.2 9.5 3.6 3.0 oI) 
4.9 5.4 5.3 4.8 4.1 
4.7 5.6 5.4 4.2 3.6 
Э.9 6.5 6.4 el! 4.9 
5.4 6.2 5.2 See) 4.9 
2.2 2.3 72:5) Pe) 1.8 
Stl 5.6 5.7 5.7 il 
7.4 8.0 8.0 Tes 6.4 
3.4 3.8 3.6 9.2 Вы! 
4.8 Dod =o 4.6 4.1 
4.5 4.9 4.8 4.3 3.8 
4.9* 5.4 555) 5.0 Ч 
НЫ 5.5 5.5 5.0 4.44 
4.0 Эй 4.0 4.0 4.2 
9.5 3.6 3:7 3.4 3.5 


Source: National statistics. O = October; N = November. 


а February, May, August, November and averages thereof. 


The smaller increases in producer prices did not lead to a 
squeeze on profits because prices of raw material inputs rose 
even less. If commodity prices had not been so weak in 1985, a 
profits squeeze would have been inevitable, given the slower 
growth in productivity and producer prices, and the improve- 
ment in real hourly earnings. 


(ii) Changes in cost pressures 


Primary commodity prices (measured in US dollars), after 
reaching a peak in May 1984, fell at an accelerated rate in 1985. 
The HWWA index of US dollar market prices of non-energy 
commodities fell by 10.1 per cent in 1985 and was about 30 per 
cent below its record level in 1980 (chart 2.4.1). Non-energy 
commodity prices also fell in terms of ECUs in 1985 due to the 
depreciation of the US dollar against the European currencies, 
especially in the second and fourth quarters. 58 


These commodity price developments basically reflect ample 
supplies and weak demand during the recent recovery. Unlike 
previous recoveries, the current upturn has been dominated by 
the United States which is not as important as western Europe 
as an importer of primary products. °° Weaker demand has 
been amplified by other factors such as high interest rates, 
which have restrained the pace of stockbuilding, and tech- 
nological changes which have lowered the raw material content 


58 Between mid-1980 and the first quarter of 1985 the dollar ex- 
change rate increased by 60 per cent. At the end of 1985, the effective 
exchange rate of the dollar was some 15 per cent below its February 
peak. (See section 2.6 for exchange rate developments.) 

59 According to the IMF, the rise in world industrial production 
weighted by commodity import shares was only 70 per cent of the pre- 
vious recovery. 


of output. © There has also been a shift of output towards the 
service industries which are relatively small consumers of raw 
materials. On the supply side bumper harvests and increased 
stock releases were additional factors depressing prices. 


Energy prices continued to fall in 1985. The HWWA energy 
index fell by about 2 per cent for the year as a whole. At the end 
of the year energy prices (in US dollar terms) were almost 20 per 
cent below their peak in 1981. In ECU terms, however, the in- 
dex at the end of the year was still more than 60 per cent higher 
than in 1980. Despite the three-year recovery in activity in the 
market economies, the demand for crude oil $! has remained 
weak. This is partly the result of long-run shifts in the pattern 
of demand away from oil- and energy-intensive activities ac- 
companied by energy conservation and substitution effects 
which have been increasing since the end of the 1970s. 62 


The rapid disinflation during the course of 1985 is shown by 
the monthly changes in intermediate goods prices in western 
Europe (unweighted average of 13 countries) and the United 
States (chart 2.4.2). These prices are in national currencies and 
the coverage of goods is wider than that of the primary com- 
modities index discussed above. Input price increases de- 
celerated strongly in the second and third quarters, and provi- 
sional data suggest that they in fact fell during the last quarter. 


60 For example, a more efficient use of raw materials has been 
accelerated by the miniaturization of products. Metal requirement per 
unit of GDP has fallen some 20-40 per cent since the beginning of 1970 
(J. G. van Beeck, World commodity prices, report presented to the 
АТЕСЕ meeting, Brussels, October 1985). 

61 The weight of crude oil in total HWWA energy index is 91.3 per 
cent. 

62 Total oil consumption in the industrial countries fell from 41.6 
mbd in 1979 to 33.9 mbd in 1985, a fall of almost one fifth. 
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CHART 2.4.1 


World market price of raw materials, in US dollars and ECUs 
(1980 = 100) 
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Source : Dollar index as published by HWWA (Hamburg) in 
Inter-Economics. The conversion to ECUs was made by the ECE 
secretariat on the basis of the ECU—US dollar exchange rate pub- 
lished in EC, European Economy, Luxembourg. 


CHART 2.4.2 


Changes in intermediate product prices and final output prices, 1985 9 


(Annual percentage change) 
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Source: National statistics. 


а For definitions of indices, see United Nations Economic Commission for Europe, Economic Survey of Europe in 1982, New York 
Е rk, 


1983, pp. 32-33; data for the fourth quarter are provisional. 
b Unweighted average of 13 countries, 
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Input prices during the first half of the year increased at a 
higher rate than output prices, hence putting pressure on in- 
dustrial profit margins. But in the second half this situation was 
sharply reversed. The improvement in margins, together with 
stronger demand, imply an increase in gross profits. 


In the United States, input prices continued to fall even after 
the weakening of the dollar from February. Thus, even though 
producer prices increased at much lower rates than in western 
Europe, profit margins improved throughout the year. 


The growth of average hourly earnings in west European 
manufacturing industry in 1985 was about 7.0 per cent, 
virtually the same as in 1984 (table 2.4.3). However, there are 
large differences between countries. Earnings growth stabilized 
in Italy and Denmark and accelerated only in the low inflation 
countries (the Federal Republic of Germany, Austria, the 
Netherlands and Switzerland) and the United Kingdom. 
Elsewhere the rate fell, in some cases quite strongly (Ireland 
and Sweden, for example). Despite de-indexation, hourly wage 
rates growth accelerated in Italy in the first half of 1985 after a 
marked slowdown in the second half of 1984 and, for the year 
as a whole, the increase was around 11.5 per cent, the highest in 
the region. The second largest increase was in the United 
Kingdom, where hourly earnings rose about 9.5 per cent com- 
pared with about 8.7 per cent in 1984. After falling sharply in 
1983, the growth of nominal hourly earnings in the United 
States’ manufacturing industry has remained at around 4 per 
cent in the last two years. 63 


The growth of /abour productivity (for the total economy) 
appears to have decelerated slightly in 1985 (table 2.4.4). The 
same development generally occurred also in manufacturing in- 
dustry: current estimates point to lower growth rates in virtually 
all the market economies of the ECE region. In some countries 
the deceleration was more pronounced in industry than for the 
total economy. This general slowdown was not unexpected. In 
many countries output growth in the last few years was 
achieved with falling or stagnant employment levels. By the 
third year of the recovery, the possibilities of raising output 
without at the same time increasing employment were probably 
largely exhausted, particularly in sectors (investment goods, for 
example) faced with relatively buoyant demand. 


In the manufacturing sector the decline in productivity 
growth was pronounced in the Netherlands and Sweden; in 
Denmark, where employment growth has been the strongest in 
the region, there was even an absolute fall in average productiv- 
ity. In contrast, in France, Italy and—to a lesser degree—the 
United Kingdom, productivity growth in the manufacturing 
sector was still dominated by relatively large reductions in 
employment. In the United States productivity growth fell 
sharply in both the non-manufacturing and the manufacturing 
sectors. This deceleration mainly reflects the decline in output 
growth in 1985. 


One consequence of lower productivity growth was that the 
deceleration in the growth of unit labour costs (for the total 
economy) over the last four years was checked in 1985, both in 


63 Jt should be noted, however, that indices of average earnings are 
usually constructed by dividing the current wage and salary bill by the 
current number of persons or hours worked, i.e., they are not base- 
weighted Laspeyres index numbers. This means that they may be mis- 
leading as indicators of changes in wage cost pressures: hourly earnings 
may rise because of reduced short-time working and more overtime, 
both normal features of a cyclical upswing, and without any rise in 
wage rates. See, ILO, Bulletin of Labour Statistics, Geneva, 1981-3. 

64 The changes in labour productivity in 1985 are still subject to 
wider margins of error: both the data on output and employment are 
preliminary and revisions may not necessarily be offsetting. 


TABLE 2.4.3 
Changes in average hourly earnings in manufacturing industry 
(Per cent) 

ee ee ee ee 

1984 1985 
BLANCO Acre nreronionern swtecner ew Nayee es 8.1 6.4 
Germany, Federal Republicof>........ 2.3 4.1 
о eos A oicuea th oem. 11.4 11.4 
Umited Kingdom. cane eee ener 8.7 9.4 
Weighted average of4 ................ 7.0 7.4 
Аа о о ас 5.0 6.1 
Ви. 4.8 3.6 
Па Е. а 4.8 4.7 
Е основе Би 9.2 7.8 
Ireland bars ее, 10.6 es 
Ее аа ts hee e hota ee iI 4.6 
Мог М. 8.6 8.0 
И а: 9.6 6.9 
лета О о. 1.8 a3 
Weighted average of9 ................ 5.4 5.4 
Weighted averageofl3 ............... 6.7 Tek 
Сапа. 5.8 3.9 
Е росе о ооо eee 4.0 3:7 


Source: National statistics, and OECD, Main Economic Indicators, Paris. 


4 Wage rates. Quarterly data, referring to the beginning of January, April, July and October 
respectively. Annual figures are obtained by averaging the five observations from January of 
one year to January of the following year. 


b Quarterly data, referring to January, April, July and October. 

© Wage rates. 

4 Weekly earnings of all employees, Great Britain. 

© Industry, adult male workers. 

f Including mining. 

Е Quarterly data referring to March, June, September and December. 
h Males only. 


i Data refer to workers who had accidents during the relevant period. 


TABLE 2.4.4 


Annual changes in labour productivity: 2 total economy 
(Percentage change over previous year) 


1983 1984 1985 © 
ЕАО и ее er? 2.3 2.0 
Germany, Federal Republicof...... Del 2255) 2.0 
Е росе Ва ОМ — 0.3 2.2 225. 
WmnitedikKangdomeereermee oc. ко 4.4 1.3 3.0 
IAUISEELA tote craic а terete 2-9 1.9 я 
И ел наро 0.9 12 es) 
Deninarkitessc ck tte occa Mees 1 ez — 
О о ete ee. 3.2 2.9 25 
Inelanidy ия 2.0 5.8 35 
INetherlandSinn. ое 3.0 2:2 1.5 
INOEWAY ciseteritas абеле Не тОаН 3.3 Sul 1.0 
ее ии Sil pies) les 
Switzenlande te ею 2.0 2.8 3.0 
За еее 1.9 IS) 10 
| О поете тои ВА pap 2.9 0.5 


Source: National statistics and ECE secretariat estimates 

4 Real GDP per person employed. For the Netherlands, data for employment refers to man- 
years. Employment for the United Kingdom refers to June of the corresponding year and for 
Ireland to April of each year 


b Preliminary figures rounded to the nearest 0.5 percentage point. 


western Europe and in North America (table 2.4.5). The rate 
continued to fall only in Switzerland (from 2.1 per cent in 1984 
to 0.5 per cent in 1985) and to a lesser extent in France and Fin- 
land. In Switzerland the deceleration was due to a relatively 
faster acceleration of labour productivity, while in France and 
Finland it was due to a slower growth in nominal earnings. 
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TABLE 2.4.5 


Growth of unit labour costs 2 and real product wages > for the whole economy 
(Percentage change over previous year) 


Unit labour costs 


Real product wages 
pay Зет fi AS БАРИН Ae iter: 


1983 1984 1985 © 1983 1984 1985 
м SS eS 
Крас: occ meee vote 9.0 5.8 4.5 — 0.4 — 1.5 —1.3 
Germany, Fed. Rep.of...... 0.9 0.6 #5 —2.4 — 1.3 — 0.7. 
аа ee ая 15.7 8.8 8.5 We) —2.6 0.1 
United: Kingdoms. не 4.4 3.0 5.0 — 0.6 — 0.6 — 
Total of 4 

Unweighted average ...... 7-5 4.6 5.0 — 0.5 —1.5 — 0.5 

Weighted ауегазе ........ 6.3 8:9 4.0 — 0.8 — 1.4 — 0.6 
В Dep! 2.9 815 — 1.6 —1.9 — 0.7 
О с роббсе азов обо о Bye 5 ae —1.2 — 0.2 an 
Репа еее 6.8 4.3 5.0 — 1.3 —1.3 — 
папа еее WD 8.2 TES — 1.5 — 0.7 1:5 
relandiccsnpae acre en Gea 3.9 5.0 —3.7 —3.8 — 0.6 
мМееар а. — — 1.7 — — 1.5 _ 4.8 —2.6 
INO WA о sieteverecs 4.0 4.3 5.5 —2.5 —2.8 — 0.2 
SWeden array есь 5:3 5.4 7.5 — 4.3 —2.6 0.5 
SWICZellal Geer eee eine ts 3.9 Л 0.5 0.6 -0.8 —2.0 
Total of 9 

Unweighted average ...... 4.7 3.9 4.5* — 1.9 —2.1 — 0.5* 

Weighted average ........ 3.9 32 60) —1.8 —2.2 — {0+ 
Total of 13 

Unweighted average ...... 5.6 4.1 4:5 * — 1.5 —1.9 —0.5* 

Weighted average ........ 57 3.7 5.0* —1.0 —1.6 — 0.7* 
апача ier. Deal 1.1 DES —2.8 — 3.0 —1.4 
Wnited'Statesian qari ieee 2.6 Ap! 4.5 -1.6 —1.4 0.5 


Source: National statistics. 
4 Compensation of employees per unit of real GDP or GNP. 


b Growth of unit labour costs for the whole economy deflated by the GDP deflator. 
с Preliminary figures and ECE secretariat estimates rounded to the nearest 0.5 percentage point. 


In the United States, unit labour costs increased significantly 
less than in western Europe during the recent upturn, thanks to 
a much weaker growth of average earnings. In 1985, however, 
due to the slowdown in productivity growth, unit labour costs 
rose more than the west European average. Nethertheless, the 
increase in unit labour costs in the United States between 1977 
and 1985 was still less than in the majority of west European 
countries (chart 2.4.3). © However, when unit labour costs are 
converted into US dollars, thus providing a rough indicator of 
competitiveness, the picture changes considerably (right-hand 
side of the chart). © It is only against the United Kingdom that 
the change in United States unit labour costs remains relatively 
favourable. The ranking of west European countries, according 
to the growth of unit labour costs changes considerably accord- 
ing to whether they are expressed in national currencies or 
dollars. The extreme case is Sweden where the increase of unit 
labour costs measured in national currency was among the 
highest, but expressed in US dollars was one of the smallest. 


On average the real product wage, unit labour costs deflated 
by the GDP deflator, fell further in 1985 in western Europe 
(table 2.4.5). However, the fall was less than in 1984 and was 
not a general phenomenon. Real product wages increased in 


65 The choice of 1977 as the base year was dictated by the readily 
available data base. 

66 Changes in each country’s unit labour costs can also be measured 
in relation to a trade-weighted average of the other countries. How- 
ever, a study made by the US Department of Labor, covering the 
1973-1984 period (‘‘International Comparisons of Manufacturing 
Productivity and Labor Cost Trends, Preliminary Measures for 
1985”, News, Washington, D.C., June 1985), shows that the above 
ranking of countries remains virtually unchanged. 


Finland (strongly) and Sweden; and stabilized in Italy, the 
United Kingdom and Denmark. In the United States they in- 
creased in 1985 after falling in the two previous years. Thus, the 
remarkable improvement of profit margins during the 1983- 
1984 upturn slowed down in 1985. 


Gross profit shares in the west European manufacturing 
sector in 1985 did not continue their strong rise of 1983-1984, 
but neither did they deteriorate: they were supported by the 
weakness of material input prices and the strengthening of 
consumer demand. Preliminary data suggest that gross profit 
shares (before-tax) stabilized around their 1984 levels. At the 
end of 1985 (table 2.4.6) it was only in the Federal Republic of 
Germany, the Netherlands and the United Kingdom that they 
were still below their 1970 levels. However, in all countries 
profit shares were higher than in 1980. 


In the United States, in contrast, profit shares continued to 
increase in 1985 with the same momentum as in 1984. Over the 
last three years the improvement in profit shares has been much 
greater in the United States than in the other market economies. 


(iii) The role of different influences on the rate of inflation 


The previous subsection discussed recent changes in some of 
the elements that influence the overall rate of inflation as 
measured, for example, by the GDP deflator. The relative im- 
portance of these and other factors can be examined by estimat- 
ing a relatively standard price equation. 67 This was done for 


67 See Appendix for specification. 
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CHART 2.4.3 


Average earnings and unit labour costs in 1985 


Unit labour costs = 
— — Average earnings —~ 
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Source : As for table 2.4.2; IMF, /nternational Financial Statistics, Washington, D.C., various issues, 


TABLE 2.4.6 


Gross profit shares in manufacturing 
(Indices, 1970 = 100) 


1980 
Вера neste ees 99.6 
Finland)? ак 98.3 
Germany: Ее. Вер. 9-5... 80.0 
а я 106.3 
INGLE GANGS ett iraetnrer a star 45.1 
INGUWaAY a etencrecterei slam cucts ecetates 100.0 
ие ое о ЗНС 78.8 
Waited Kingdom’... ее... 71.4 
оне ее 95.2 


1981 1982 1983 1984 1985* 
98:55) ®1100:47 —2123!9er 4125.8 123 
90.2 88.4 102.1 1112 102 
77.0 80.0 86.0 88.8 88 
101.9 — 103.3 97.6 — 107.4 110 
26.3 47.0 48.1 71.8 61 
79.5 т 89.3 — 104.9 11 
Po 86.0 110.2 118.2 114 
73.9 83.2 90.4 96.8 94 
99.1 96.5 141.5 147.6 155 


Sources: National statistics; for 1985, ECE secretariat estimates based on the growth rates of output, employment and average earnings 


а Net share. 
b Industry. 
с 1980 = 100. 


each of the countries listed in the Appendix table: the 
coefficients were estimated on the basis of annual data for the 
period 1961-1983. Chart 2.4.4 shows the results of using the 
estimated equations to forecast inflation rates in 1984—the 
performance of the model is good and suggests that despite the 
various shocks of the 1970s the underlying relationships bet- 
ween inflation and the selected determinants have not changed 
very much. However, for most countries the forecast inflation 
rate is higher than the actual rate in 1984: this could reflect 
changes, for example, in the response of wages to exceptionally 


high levels of unemployment, changes in the amounts of 
material inputs used per unit of output, and so оп. 6% 


The results, shown in the appendix table, suggest that a large 
part of current rates of inflation is due to the underlying inertia 
of price changes in the economy as a whole. On average more 


68 Another possible explanation is that some of the explanatory 
variables, because of data limitations, refer only to manufacturing in- 
dustry. It is not feasible to separate this possible data error from the 
difference between the forecast and actual values. 
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CHART 2.4.4 


Forecast versus actual inflation rates? in 1984 
(Annual percentage change) 
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Actual 


Source :[National statistics and secretariat estimates (see technical annex). 


a Inflation rate is measured by the increase in the implicit price deflator of GDP. 


than half of the current year’s inflation rate is already em- 
bodied in the previous year’s rate. This may be loosely inter- 
preted as the effect of expectations on the process of price for- 
mation and of the possible lags—which are not explicitly 
considered here—with which cost increases work through to 
final prices. This view is consistent with the argument that 
expectations tend to be sticky (see above section 2.2(i)) and 
suggests that the momentum towards lower rates of inflation 
can be expected to continue during 1986, even before making 
allowance for the recent large fall in oil prices. 


The role of the other factors in explaining changes in the in- 
flation rate is more limited, although generally still important, 
and varies more among the individual countries. This is the case 
for changes in labour costs: on average a one percentage point 
increase in earnings tends to raise the price level by some 0.3 
percentage points. However, in most countries the impact of 
higher earnings is potentially reduced by a half (Italy, the 
United Kingdom) or more through the effect of increases in 
productivity. (The net effect is the difference between the 
absolute values of the relevant coefficients.) The effects of a 
rise in raw material prices varies а lot: roughly, а 10 per cent rise 
in these prices adds about 0.1 percentage points to the overall 
inflation rate; the effect is somewhat larger in Norway, 
Denmark and Canada, but does not appear to be significant in 
the Federal Republic of Germany or the Netherlands. It is 
striking that changes in the capacity utilization rate—which is 
used here to indicate the overall cyclical position and cost pres- 
sures in general—do not appear to be statistically significant in 
about half of the countries analysed. It is most significant in the 
Federal Republic of Germany and Italy, a one percentage point 
rise in the rate of capacity utilization adding about 0.2 per- 
centage points to the rate of inflation. 


Turning to likely developments in 1986, the deceleration of 
rates of inflation in 1985 is foreseen to continue to influence 
price developments via expectations and adjustment lags. Price 


expectations of both consumers and producers have now been 
falling steadily (see section 2.2(i)) and these are likely to main- 
tain a downward pressure on prices for some time to come. 


The outlook for wages in 1986 is for the continuation, in gen- 
eral, of moderate rates of growth. Before the recent improve- . 
ment in the outlook for output growth, productivity increases 
were beginning to slow down—a normal feature of the current 
stage of the recovery but one which would imply some rise in 
unit labour costs. Non-oil commodity prices are likely to 
stabilize in 1986 and even rise in dollar terms, but for most west 
European countries is likely to be offset by the appreciation of 
their currencies against the dollar. Oil prices fell considerably in 
early 1986 and, although there is uncertainty as to their future 
course, it seems unlikely that they will recover to their pre- 
January levels during 1986. 


Given the weaknesses of commodity markets and, possibly, a 
still weaker dollar, material input prices are likely to fall, leav- 
ing room for disinflation to continue without squeezing profits. 
Thus both real wages and profits could continue to rise in 1986. 


APPENDIX 


The determination of the price level was analysed by using 
the following linear model: 


(1) р. =ао+ар,- 1 + а22 + 238; + аз\! + ASC; + AGT + Ur, 


where the dependent variable, р, is the implicit GDP-deflator 
and its lagged value is denoted by p;- 1; 2 indicates labour pro- 
ductivity, $ raw material prices, w hourly earnings, с a capacity 
variable, T a time trend, and u a stochastic error term. (The 
model is in essence similar to that of М. 1. Nadiri and У. 
Gupta: ‘‘Price and Wage Behavior in the U.S. Aggregate 
Economy and in Manufacturing Industries’, in J. Popkin, 
(ed.), Analysis of Inflation 1965-1974, National Bureau of 
Economic Research, New York, 1977, pp. 195-235.) The equa- 
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tion was estimated from annual time series data, the sample 
period being 1961-1983. The same model was used to make 
forecasts for 1984 and 1985, using dynamic simulation. The 
OLS estimates for the 13 sample countries are tabulated 
below. The capacity variable is in most cases the deviation 
from linear (and in some cases also squared) time trends. The 
published capacity utilization rate is used for Belgium, 


Canada and France. The z and w variables refer to manu- 
facturing industry only. Some of the estimated coefficients 
had the wrong signs, and were subsequently constrained to 
zero: this made little difference to the results as in all these 
cases the respective t-ratios were very low. The same is true 
of the time trend variable, which was generally excluded 
from the final specification. 


APPENDIX TABLE 


The determination of the price level, 1961-1983: regression results 


Durbin’s 
Pau-w р < и 5 ty w ly с |. у т SEE h-statistic 
а а 0.675 (8.72) —0.037 (0.94) 0.083 (2.81) 0.160 (3.86) 0.181 (2.95) Ae pie 0.0092 0.587 
PON ose ee 0.496 (7.92) —0.270 (2.00) 0.110 (2.35) 0.282 (3.56) 0.055 (0.31) 0.012 (2.78) 0.0087 2.026 
Denmark ....... 02398 5:56)* —0'151 (36) 05153994063) 2801217 (5.02) a ri 0.022 (3.44) 0.0068 2.431 
ишапанилвы. : 0.598 (10.75) м, НХ 0.176 (3.83) 0.188 (3.33) 0.015 (2.63) в. „. 0.0173 0.208 
nancees м: ani 0.588 (9.31) -—0.372 (2.40) $: aM, 0.305 (6.37) 0.037 (0.80) 0.016 (1.17) 0.0087 1.818 
Germany, 

Fed. Rep. of ... 0.627 (7.12) —0.248 (3.95) 0.012 (0.35) 0.350 (6.92) 0.224 (3.94) = fs 0.0078 0.542 
tall Vie cose ИИ 0.590 (21.83) —0.140 (3.83) 0.075 (4.12) 0.285 (9.95) 0.210 (3.28) oe sa 0.0102 0.677 
Netherlands ..... 0.567 (7.37) —0.394 (1.74) 0.030 (0.83) 0.338 (6.25) 0.333 (1.44) 0.017 (1.63) 0.0109 0.588 
INORWAV? << cisavaxcrais 0.382 (3.52) —0.265 (0.92) 0.203 (3.21) er ss 0.396 (1.40) 0.036 (2.74) 0.0159 0.296 
BS WEGUEH s а. 0.696 (5.66) —0.131 (0.97) 0.108 (2.59) 0.213 (4.35) 0.086 (0.47) si os 0.0121 0.792 
United Kingdom . 0.342 (6.00) —0.527 (7.99) are il 0.687 (15.58) 0.146 (1.98) т Se 0.0120 0.992 
@anada His аа т: 0.444 (7.03) —0.111 (1.79) 0.148 (5.16) 0.363 (6.85) 0.100 (1.22) ag be 0.0105 1.774 
United States .... 0.576 (9.85) —0.233 (5.20) 0.070 (3.73) 0.214 (2.29) ic at 0.012 (3.94) 0.0059 0.379 


Note: Numbers in parentheses are t-ratios, SEE is the standard error of the regression, and В is Durbin’s test statistic for first-order autocorrelation. All equations include a constant term 
which is not displayed; the R 2s are not displayed either because all of them exceed the value of 0.999. In the case of Finland, the D-W statistic is reported. 


2.5 EMPLOYMENT AND UNEMPLOYMENT 


Although employment in the market economies expanded for the second year in succession, the recovery in the 
labour markets remains weak. The slowdown of demand in the United States led to more moderate job increases 
in North America, while in western Europe employment increased but by less than the rise in the labour force. 
For most of 1985, unemployment, after a marked fall, stabilized in the United States, but continued to rise in 
western Europe. Labour supply developments are discussed in subsection (i). Several aspects of employment are 
reviewed in subsection (ii), including the high growth rates of female employment, the shift towards the service 
sector and the rapid expansion of part-time employment. 


Labour market trends in western Europe and North America 
in 1985 were characterized by a mixture of positive and negative 
features. On the positive side, the recovery of employment, 
which had started hesitantly in 1983 and gained considerable 
momentum in 1984, continued in 1985. Total employment in 
North America and western Europe (15 countries excluding 
southern Europe) rose by somewhat more than 3 million be- 
tween mid-1984 and mid-1985, a growth of about 1.3 per cent. 
On the other hand, this increase was much smaller than in 1984 
when the number of new jobs was close to 5 million, a rise of 
more than 2 per cent. Also, the growth of employment in 
1984/85 was more than offset by further increases in the labour 
force. As a result, unemployment increased further, reaching 
22.4 million by mid-1985. Thus, the decline in unemployment, 
which fell by more than 1.6 million from mid-1983 to mid- 
1984, came to an abrupt end. 


Unemployment rates in this section have been calculated on 
the basis of the total labour force, comprising the employed and 
unemployed. The rates obtained may be lower than those 
shown elsewhere for two reasons. In the first place, they will be 
lower than those based on narrower definitions of the labour 
force (for example, the civilian labour force or the working 
population excluding the self-employed). In the second place, 
to the extent that the estimate of the number of persons un- 
employed is based on registration data, it may exclude un- 
employed persons not registered with the employment services. 
The importance of these factors can be illustrated with data for 
the United Kingdom. In table 2.5.2 below, the estimated un- 
employment rate in the United Kingdom in 1984 is 11.2 per 
cent; but if the self-employed are excluded from the calculation 
(i.e., the number unemployed are expressed as a percentage of 
the total of employed and unemployed employees, which is the 
practice in national statistics) the unemployment rate is raised 
to 12.6 per cent. 6? If, to take the second case, the number of 
persons not registered or entitled to unemployment benefits is 
added to the number of registered unemployed, then the un- 
employment rate in the United Kingdom is raised from 11.2 to 
13 per cent in 1984. 


Labour market developments have been markedly different 
in North America and western Europe: some of the more 
important differences are summarized in table 2.5.1. 


The stagnation in the number of the unemployed in North 
America in 1985 reflects essentially the slowdown in job 
growth: lower rates of economic growth and of job creation, 
typical of the later stages of an economic recovery, led to a re- 
duction in the rate of growth of employment from close to 4 per 


6? See Department of Employment, Employment Gazette, HMSO: 
London, January 1986, table 2.1, page 520. 
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cent in 1983/84 to just over 2 per cent in 1985. Although labour 
force growth has also decelerated, the fall in unemployment 
was very moderate compared with the sharp drop in 1983/84. 
In western Europe employment in 1984/85 increased more than 
the year before, but the increase (0.6 per cent) was still well 
below that of the labour force (0.9 per cent). As a result, 
unemployment rates hardly changed. In North America the rate 
fell slightly, but remained around 7.4 per cent, whereas in 
western Europe it increased to about 9.7 per cent. 


Despite the slowdown of employment growth in the United 
States, labour market conditions in North America continued 
to improve in comparison with western Europe (table 2.5.2). 
Unemployment in the United States fell to 7 per cent, the same 
rate as in 1980; with some acceleration in the rate of employ- 
ment growth there was also a decline in the unemployment rate 
in Canada. In western Europe, the labour force continued to 
grow faster than employment, although by a smaller margin 
than in 1983/84, and this resulted in a further rise in the un- 
employment rate. However, this deterioration was concen- 
trated in the four larger countries. In all of them, except the- 
Federal Republic of Germany, the relatively faster labour force 
growth caused unemployment rates to rise. Developments were 
somewhat more favourable in the smaller countries. Although 
the unemployment rate appears to have risen marginally in 
Austria and, more significantly, in Ireland, in most of the re- 
maining countries a near balance between labour force and 
employment growth has meant that unemployment rates have 
been virtually stable. Only in Denmark has there been a 
substantially more rapid expansion of employment than of the 
labour force in the last two years and in 1985 this led to a drop 
in the unemployment rate of more than one percentage point. 
Towards the end of 1985 and in early 1986 there were signs of 
improvement in the employment situation in a number of 
countries. Unemployment fell in the United States and in a 
number of west European countries in December and January. 


(i) Recent developments in labour supply 


In general, changes in the population of working age are a 
significant factor in the growth of the labour supply. A decline 
in labour force growth resulting, say, from smaller increases in 
the population of working age, could have reduced the scale of 
unemployment during the recession. As noted in last year’s 
Survey, this may in fact have happened in North America 
where the growth of the population of working age has slowed 
down since the late 1970s. But in western Europe, the growth of 
the working age population accelerated strongly in 1979/80 and 
did not start to decline until 1982/83, thus potentially aggravat- 
ing the employment problem in the intervening years. Neverthe- 
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TABLE 2.5.1 


Labour market changes in western Europe and North America, 1979-1985 


ay (Average annual changes in thousands) 


Western Europe North America 
я Labour 
Period Ч force Employment | Unemployment паи * Employment Unemployment 
В ОСА 740 — 640 1 380 1 910 610 1 300 
983-1984... ое. 1 060 490 570 2 210 4 400 —2 230 
1984-1985". ee ee 1 140 690 340 2 090 2 440 — 350 


ee ВИО НОО 


Source: National data and ECE secretariat estimates. 
а Mid-year to mid-year. 


TABLE 2.5.2 


Growth of labour force and employment, 1983-1985, 
and unemployment rates, 1984 and 1985, by countries 


(Per cent) 
ee en Se a ee a В ева РИ 


1983-1984 
Labour 
force Employment 
Country 
Hrance's и ео — 0.6 —1.0 
Germany, Fed. Rep.of .. 0.1 0.1 
ак 1.0 0.5 
United Kingdom........ 1.6 14) 
Total 4countries........ 0.8 0.3 
а eee ence OF) 0.1 
Воли. wee eee 0.3 0.1 
Denmark = sere 1.9 23 
Ва. С 1.0 1.0 
ео аа рева 0.4 —1.3 
ОЕ бе 2.0 2.0 
МАУ аа 0.3 Oo 
Shey ak Gee ee 0.4 0.7 
SSWiLZeLichGemmnee se eee — — 0.2 
Тота19 countries... ....... 0.8 0.8 
Wester Europe’ >... -- 0.8 0.4 
Canadas coe ere cere tors 1.8 Des 
WuitedStatess... 2. 1.8 4.0 
North America. ....-...- 1.8 3.9 
Sait Oy ни on eee ee eS 1.2 


(Annual percentage change) @ 


1984-1985 Unemployment rate 


Labour 


force Employment 1984 1985 


(Annual average) 


—0.3 — 0.7 OT 10.1 
0.8 0.8 8.2 8.2 
12 0.4 10.2 11.0 
iN) т [52 11.6 
0.8 0.4 9.8 10.2 
0.5 0.3 3:9 4.2 
0.4 0.2 13-1 13.1 
1.0 2.3 Mii 8.5 
0.9 0.8 6.2 6.3 
0.7 — 0.8 15.5 16.8 
2.0 2.4 В 13.4 
6 2.1 3.0 25 
0.8 al! Salt 2.8 
0.6 0.7 1.1 1.0 
1.0 32 8.0 7.8 
0.9 0.6 9.4 97 
ee 2.8 2 10.5 
7 2.0 7.4 7.0 
1.6 2.1 7.8 7.4 
1-2 lie 8.6 8.5 


Source: National data and secretariat estimates. 


а Mid-year to mid-year. 


less, while in the long run demographic developments may be 
important for the labour force supply, the experience of recent 
years suggests that in the short term this is not necessarily the 
case: particularly during recessions and recoveries the relation- 
ship between the two may be non-existent. 


During the worst years of the recession, for instance, the 
combined labour force of western Europe and North America 
(15 countries) increased at a much slower rate than the working 
age population (table 2.5.3). The most striking change in this 
respect is in western Europe, and particularly in the four larger 
European economies, where the growth of the working age 
population rose considerably after 1979, while the growth of 
the labour force fell. 7° 


70 However, it should be noted that the rapid growth of the popula- 
tion of working age in western Europe between 1980 and 1985 was 
largely due to an exceptionally large increase in the 55- to 64-year-old 
age group which, for a number of years, has been characterized by 
rapidly falling male participation rates. See section 2.11 below. 


The relationship between changes in the working age popula- 
tion and the labour force, however, has been reversed during 
the recovery. Between 1984 and 1985 the annual growth of the 
working age population slowed down considerably in western 
Europe and continued to decline in North America. Although 
labour force growth weakened somewhat in North America, its 
absolute increase was nearly twice as much as that of the 
working age population. In western Europe the change in the 
labour force was virtually the same in both years. In the nine 
smaller west European countries, the absolute increase of the 
labour force rose steeply between 1984 and 1985, while that of 
the working age population remained unchanged. In the four 
larger European countries labour force growth in 1984/85 ex- 
ceeded the growth of the working age population for the first 
time since 1975. 


These changes suggest that the ‘“‘discouraged worker”’ effect, 
(i.e., the withdrawal of persons from the labour force because 
they cannot find a job), may have been more significant in the 
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’ TABLE 2.5.3 
Changes in working age population and labour force in western Europe and North America 
(Average annual change in thousands) 
Western Europe 
Total 4 large countries 9 small countries North America 15 countries 
i i Worki Working Working 
(eee Labour ee Labour Vee в Labour age Labour age Labour 
Period 4 population Sorce population force population force population force population force 
LOTS A979 Merce и. м 1 130 970 840 700 290 270 2 690 3 090 3 820 4 060 
1979-1980R ras Fame ee 1910 1 060 1 550 680 360 380 2 540 2 330 4 450 3 390 
1980-198] weet. tee 1 940 860 1 580 510 360 350 2 010 2 100 3 950 2 960 
1981-1982 ие 1 990 670 1 620 400 370 270 1 790 1 630 3 780 2 300 
1982 О. 1 700 360 1 310 150 390 210 1 590 1 590 3 290 1 950 
L983 1984 cease crass 1 540 1 060 1 220 820 320 240 1 660 2 210 3 200 3 270 
1984-98. 1 070 1 140 750 840 320 300 1 130 2 090 2 200 3 230 


LLL eegKe—S—— 


Source: National data and ECE secretariat estimates. 
а Mid-year to mid-year. 


last recession than the ‘‘added worker’”’ effect (i.e., the entry 
into the labour market of those seeking work). This would also 
explain the upturn in labour supply since the beginning of the 
recovery. However, other factors, which have recently gained 
importance, appear to have contributed to these variations in 
labour force growth. These factors include a broad range of 
labour market measures and programmes, as well as changes in 
the administrative treatment and definition of employment and 
unemployment. 


There is growing evidence that the special treatment of cer- 
tain groups, especially women, the young, and older workers, 
may have affected the data on unemployment and the labour 
force. Changes in the criteria for awarding unemployment 
benefits and in the administrative arrangements for recording 
the numbers unemployed, for example, may have a significant 
effect on the unemployment statistics and thus on the measure- 
ment of labour force size and growth. 7! 


Of more importance, especially during recessions, are pro- 
grammes and measures which delay the labour market entry of 
young workers or hasten the exit of older ones. Increases in the 
statutory school-leaving age and the expansion of higher educa- 
tional facilities have the effect of postponing the age at which 
younger persons join the labour force. Other schemes, such as 
labour market training, may further raise the age at which the 
job search begins. In addition, virtually all countries have in- 
creasingly resorted to early retirement and disability schemes as 
a means of relieving pressures in the labour market. 72 It has 
been argued that by reducing unemployment and the labour 
force with these methods any subsequent upturn in employment 
has a comparatively small effect on unemployment, and that 
the labour supply will increase disproportionately as unregis- 
tered workers re-enter the labour market. 73 These factors may 
explain the acceleration in labour supply in the last few years, 
even when the underlying demographic trends would suggest a 
slowdown. 


” See, for instance, on the effect of eligibility on the number of 
benefit claimants in the United Kingdom, ‘‘Unemployment estimates 
from the Labour Force Survey compared with the monthly claimant 
count’’, Employment Gazette, HMSO, London, October 1985, pp. 
393-396. The impact of changing criteria for registering the un- 
employed is discussed in Shirley Williams, A Job to Live. The Impact 
of Tomorow’s Technology on Work and Society, 1985, pp. 26-27. 

™ For a review of such policies and their impact on labour force par- 
ticipation in the older age groups and on overall labour supply, see sec- 
tion 2.11 “Байу retirement schemes and unemployment’’. 

73 See Williams, op. cit., р. 27, which also cites an estimate that 
three or more jobs have to be created to take two people off the un- 
employment register. 


One consequence of these developments is that the activity 
rate, i.e., the proportion of the working age population in the 
labour force, resumed its long-run, upward trend after being 
interrupted in 1982 and 1983. In fact, the activity rate in the 15 
countries combined rose from just below 69 per cent in 1984 to 
nearly 70.5 per cent in 1985. Even the persistent decline in the 
participation rates of males came to a halt in 1985. In addition, 
the rise in the activity rates of women, which had slowed down 
between 1980 and 1982, started to gain momentum after 1982. 


Growing feminization has become a major characteristic of 
the labour force in the market economies. According to a recent 
secretariat study, 74 between 1975 and 1984 the growth of the 
female labour force in all 15 countries was more rapid than that 
of the male labour force and, except in Finland and Ireland, 
women accounted for more than three fifths of the increase in 
the total labour force growth. By 1984 women represented be- 
tween 40 and 47 per cent of the labour force in Austria, the 
Nordic countries, the United Kingdom, Canada and the United 
States and between 35 and 40 per cent in all the remaining 
countries except Ireland (29 per cent). 


It is also generally recognized that the response of male and 
female workers to cyclical variations in labour demand differ 
considerably. The following data on the relative shares of men 
and women in labour force growth during and after the recent 
recession seem to confirm this (table 2.5.4). On the whole, the 
female labour force seems to have expanded more rapidly than 
the male labour force during the recession, but during the re- 
covery this tendency appears to have been reversed, except in 
North America in 1984/85. 


TABLE 2.5.4 
Share of women in total labour force change 


(Per cent) 
ee eee eee 


Western Europe 
Period % Total 4 large 9 small North America 15 countries 
1975-1979 .... 88 89 85 61 68 
1979-1983.... 90 95 83 65 72 
1983-1984.... 90 92 83 61 70 
1984-1985.... 80 80 80 68 72 


Ц 
& Mid-year to mid-year 


74 United Nations Economic Commission Гог Europe, The 
Economic Role of Women in the ECE Region. Developments 1975/85, 
New York, 1985, pp. 11-15. 


| Employment and unemployment 47 
и employment im ete М 


This continuing upsurge in the labour force participation of 
women, and especially of married women, has been associated 
with a comparatively more rapid growth of the labour force in 
the central age groups. Although detailed figures are not 
available, ECE secretariat estimates indicate that the activity 
rate in the 25- to 54-year-old age group may have risen between 
1980 and 1985 by more than 1.5 percentage points in western 
Europe and by more than 4 points in North America. In this age 
group, rapidly increasing female participation has more than 
offset the moderate decline in male activity rates. As regards 
other age groups, the more favourable labour market develop- 
ments in North America, together with the existence of a long- 
term trend of rising part-time work for younger persons, may 
have led to a continuing rise in participation rates in the lower 
age groups of 15 to 19 (with an estimated increase of 4 per- 
centage points between 1980 and 1985) and 20 to 24 years (with 
a rise of 3 percentage points) in the United States and Canada. 
In contrast, high unemployment, together with a large array of 
educational and training schemes, seem to have had a depress- 
ing effect on labour force participation, especially in the 15- to 
19-year-old age group in western Europe (where participation 
rates are estimated to have fallen by 4 percentage points over 
the same period). 


(ii) Changes in employment 


The lack of a substantial improvement in employment has 
been one of the most disappointing features of the recent re- 
covery. Total employment in the 15 market economies in- 
creased by barely 4 per cent between its low-point during the re- 
cession and mid-1985. Moreover, most of this gain was concen- 
trated in North America where, since the beginning of the re- 
covery, the number of jobs has risen by more than 8 million, or 
close to 7.5 per cent. 75° In western Europe, where the recovery 
started later as far as employment is concerned (1983 was the 
turning point in most countries), the number of jobs created 
since the trough of the recession was less than 1.5 million, an in- 
crease of only 1.3 per cent. 


A feature of the slow employment growth in western Europe, 
and one which had already emerged in the 1970s, is the virtual 
stagnation in the employment of men. Since the low point of 
the recession, male employment in western Europe has risen by 
barely two tenths of one per cent, compared with a 2.3 per cent 
rise in the number of employed women, who accounted for nine 
tenths of the additional 1.5 million jobs. The difference be- 
tween the growth of employment of men and women was less 
marked in North America but, nevertheless, women occupied 
close to three fifths of the new jobs created since 1982 and the 
proportionate increase in the number of employed women was 
one and a half times larger than that of men (more than 9 per 
cent against 6 per cent). 


These relatively large employment gains for women continue 
a long established trend. According to available estimates total 
employment in the 15 countries increased by 16 per cent be- 
tween 1970 and 1985, from about 208 to 241 million: four fifths 
of the additional jobs were filled by women. In relative terms, 
the number of employed women was more than 36 per cent 
higher in 1985 than in 1970, whereas for men the increase was 
less than 5 per cent. Although developments differ in individual 
countries and groups of countries—in the case of North 


75 This is a more rapid rate of increase than in any other recovery 
since the early 1950s. See United Nations Economic Commission for 
Europe, Economic Survey of Europe in 1984-1985, New York, 1985, 
p. 54. 


America, for instance, employment in general, as well as for 
each of the sexes, expanded much more rapidly than in western 
Europe—the trend towards the feminization of employment is 
a general phenomenon. The changes in individual countries are 
shown in chart 2.5.1. 


The relative growth of women’s employment was even more 
pronounced during the recent recession. Total employment in 
1983 was virtually the same as in 1979, but this was due to a net 
loss of more than 4 million jobs for men and a corresponding 
gain of 4 million for women. However, since 1983, the increase 
in employment has benefited women as well as men, the latter 
accounting for more than 40 per cent of the additional jobs 
created since 1983. This reflects in part the different impact of 
the recession and the recovery on women’s and men’s jobs. 
Nevertheless, taking the period since 1979 as a whole, the 
number of employed men fell by some 700,000, while women’s 
employment rose by 8.5 million. The divergent pattern of male/ 
female job opportunities are especially pronounced in western 
Europe (table 2.5.5). 


Another feature of changes in employment is the long-term 
shift from industry to services. According to data in a previous 
Survey, 76 the share of industrial employment between 1960 and 
1970 increased in five out of the 11 countries for which data 
were available, but between 1970 and 1980 it declined in all of 
them. In a number of them (Belgium, the Netherlands, Sweden, 
Switzerland and the United Kingdom) industry’s share fell by 
more than 5 percentage points. In contrast, employment in 
services rose and by 1980 accounted for more than half of total 
employment in all 11 countries and in some (Belgium, Canada 
and the United States) more than 60 per cent. 


The loss of industrial jobs has continued. In all 10 countries 
for which recent data are available, employment in industry has 
continued to decline since 1979, although in some cases there 
was a Slight upturn after 1983. In contrast, service employment 
rose continuously, although generally at a slower pace than be- 
fore, in all countries except Italy and the United Kingdom. 
Table 2.5.6 and chart 2.5.2 summarize the main developments 
in this regard in the 10 countries for which data are available. 


Not only did the loss of industrial jobs accelerate during the 
recession (Finland was the only country where there was not an 
absolute decline), but there are no clear signs of a significant re- 
covery after 1983, except in Denmark. In Norway, Sweden and 
Switzerland, industrial employment increased a little or re- 
mained virtually unchanged, but elsewhere it continued to fall. 
In all countries employment in industry in 1985 was less than in 
1979, although there are large inter-country differences: the fall 
was marginal in Finland but nearly one fourth in the United 
Kingdom. These developments suggest that employment in in- 
dustry is more sensitive to periods of contraction than to expan- 
sion, probably because cyclical variations are superimposed on 
a long-term declining trend. 77 The continued expansion of 
employment in the service sector, which is less subject to 
cyclical fluctuations than industry, dampened the impact of job 
losses in industry on total employment during the recession. 78 


Another change in the pattern of employment, which is not 
independent of changes in the sex structure of the labour force 
and the sectoral composition of the demand for labour, is the 
growing importance of part-time work. One of the most signifi- 
cant aspects of the increased employment of women over the 


7 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1982, New York, 1983, p. 67. 


т Ibid., р. 74. 
78 Ibid., pp. 72-74. 
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CHART 2.5.1 


Employment indices by sex, 1970—1985 
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CHART 2.5.1 (continued) 
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Source: National data and secretariat estimates. 
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TABLE 2.5.5 


Change in employment, 1979-1985 
(Thousands) 
ee Е ЕС т 


Western Europe 


North America 


Period 4 Total Men Women Total Men Women 
Е ee ee 
ТОО ео —2550 —3210 660 2 460 — 890 3 350 
1983-1985 seer eetee ae 1 180 — 50 1 230 6 870 3 430 3 440 
1979-1985 casas orl —1370 -—3 260 1 890 9 330 2 540 6 790 


а Mid-year to mid-year. 


TABLE 2.5.6 


Changes in employment in industry and services, 1979-1985 ¢ 


ee ee eee 


Percentage change in employment 


Percentage share in employment 


Е ee eee ee 


Industry b 

1979-1983 1983-1985 1979-1985 1979-1983 
PANS tla. cece rere —7.6 — 1.2 —8.8 4.1 
Репа. — 11.9 8.8 —3.1 4.8 
ао ys ies — 1.9 — 0.6 ПУ 
IBfances mac ть — 7.5 —5.6 — 13.1 4.8 
Germany, Fed. Rep. of . —8.4 — 0.9 —9.3 2.6 
аа. —3.1 —6.4 —9.4 10.8 
INOEWaY: ое —2.7 2.0 — 0.7 9.9 
Менее — 7.2 1.6 —5.6 6.0 
SWilzeriander eect —3.2 0.2 — 3.0 6.0 
United Kingdom?..... —21.0 —2.7 — 23.7 —1.0 


Services © Industry В Services © 

1983-1985 1979-1985 1979 1985 1979 1985 
PLS 6.4 40.0 36.9 52.0 55.9 
4.0 8.8 29.3 27.4 62.6 65.8 
7.0 18.7 34.7 31.9 51.6 56.5 
0.8 5.6 34.6 30.9 56.6 61.4 
2.4 5.0 44.3 41.0 50.0 53.6 
9:7 20.5 37.5 33.0 47.7 55.9 
4.0 13.9 30.2 27.9 61.2 64.9 
2.9 8.9 3225 29.9 61.7 65.3 
1.0 7.0 40.0 37.8 52.9 55.4 
3.8 2.8 39.9 33.1 58.5 65.3 


Source: National data and ECE secretariat estimates. 


а Mid-year to mid-year. 


b Includes mining and quarrying; manufacturing; energy (electricity, gas and water) and construction. 


© Includes wholesale and retail trade; restaurants and hotels; transport; storage and communications; financing, insurance, real estate and business services; community, social and personal 


services. 


9 Data refer to employees only and exclude Northern Ireland. 


past decade has been the large increase in part-time work. ” 
The available data on full-time and part-time work suggest 
that, in spite of considerable differences between countries in 
the degree of part-time work, its rapid increase is a general 
phenomenon. A possible exception is the United States, 
although there are indications that part-time employment is 
rising there as well. In many of the countries concerned, the 
growth of part-time employment has been much more rapid 
than the expansion of full-time employment. According to 
available estimates, part-time employment in Canada 
increased by more than 50 per cent between 1973 and 1983 
compared with an increase of 18 per cent in full-time jobs. 
The corresponding figures for France were 100 and 0.2 per 
cent and for the United States 15 and 20 per cent. Moreover, 
full-time employment fell in absolute terms in the Federal 
Republic of Germany, the Netherlands, Sweden and the 


7 See United Nations Economic Commission for Europe, The 
Economic Role of Women in the ECE Region, New York, 1980, p. 33, 
which also refers to the difficulties involved in making comparisons 
between countries due to the varying definitions of part-time work. The 
International Labour Organization defines part-time employment as 
work on a voluntary and regular basis for a daily or weekly period of 
substantially less than the normal or statutory hours of work. How- 
ever, the criteria for determining what is ‘‘substantially’’ shorter than 
full-time work vary considerably. The importance of part-time employ- 
ment in the public sector was discussed by the secretariat in United 
Nations Economic Commission for Europe, Economic Bulletin for 
Europe, vol. 30, No. 2, New York, 1979. 


United Kingdom, while part-time jobs rose sharply by 65, 
450, 37 and 22 per cent, respectively. 80 


Part-time work is a distinctive feature of female employ- 
ment. Typically, part-time employment represents 1 to 2 per 
cent of total male employment, although in some countries the 
proportion is between 5 and 11 per cent. Canada, the Nether- 
lands, Norway, Sweden and the United States fall into this lat- 
ter category. In the case of women, part-time employment ac- 
counts for only 5 to 10 per cent of the total in a few countries 
(Ireland and Italy, for example), but in general its share is 15 
per cent or more and in some countries (Denmark, the Nether- 
lands, Norway and Sweden) close to half of all employed 
women are engaged part-time. 


In addition, part-time employment is highly concentrated in 
the service sector. Typically, more than 60 per cent of part-time 
workers are found in services and in some countries, including 
Belgium, Canada, Denmark and the Netherlands, the propor- 
tion is 80 per cent or more. 81 In Great Britain, in June 1984, 90 
per cent of total part-time employees were in the service 
sector. 82 The results of a recent study of France suggest that the 


80 Chris de Neubourg, ‘‘Part-time work: An International Quantita- 
tive Assessment’’, ILO, International Labour Review, vol. 124 (1985), 
№, 5. 

81 [bid. 

8? Olive Robinson, ‘‘The Changing Labour Market: The 
Phenomenon of Part-Time Employment in Britain’’ in National West- 
minster Bank, Quarterly Review, November 1985, pp. 10-29. 
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CHART 2.5.2 


Employment indices by main sectors 
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CHART 2.5.2 (continued) 
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Source: National data and secretariat estimates, 


concentration of part-time work in services is increasing: the 
tertiary sector accounted for 81 per cent of part-time workers in 
1984 compared with 71 per cent in 1970. 83 


In a number of countries part-time jobs are no longer a mar- 
ginal element in total employment. In Norway, Sweden, the 
Netherlands, the United Kingdom and Canada, for example, 
between 15 and 30 per cent of all wage earners are part-time 
workers. In Austria, France, Switzerland and the United States, 
the proportion lies between 10 and 15 per cent. 


The continued growth of part-time work since the beginning 
of the recession implies, moreover, that the recovery of employ- 
ment in recent years has been weaker than is suggested by the 
commonly used data on the number of persons employed. Al- 
though statistics on the working hours of the part-time 
employed are not readily available, the evidence suggests that 
part-time workers are typically employed for about half the 
normal hours of full-time workers. *4 In Finland and Norway, 
for instance, the number of employed persons increased by 7.5 
to 8 per cent between 1979 and 1985, but the total number of 
hours worked rose by only 3.5 per cent. Although the slower 
growth of hours worked is not only due to part-time workers, 


83 Francois Peronnet and Francois Rocherieux, ‘“Temps partiel fé- 
minin: Principal statut des emplois creés aprés le crise’’ in Bilan de 
Emploi, 1984, pp. 135-145. 

84 United Nations Economic Commission for Europe, The 
Economic Role of Women in the ECE Region, New York, 1980, p. 34. 
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these figures are not inconsistent with the orders of magnitude 
referred to above. 


If it is assumed that two part-time workers can be counted as 
one full-time worker, the impact of part-time work on ‘“‘full- 
time equivalent’? employment is significant. In France, for 
example, the number of employed persons decreased by nearly 
1 per cent between 1979 and 1984 but in ‘‘full-time equivalents”’ 
employment fell by 2.5 per cent. Although this development has 
been influenced by the recession, it is unlikely to be a temporary 
phenomenon. In Great Britain, between March 1983 and June 
1985, the total number of employees in employment increased 
but the full-time equivalent barely changed, as the following 
data illustrate: 85 


Changes 

in thousands 
Total number of employeesinemployment ..... +268 
Part-imeworkers (female) cere tenes +453 
Pulletime workers. on aoe eee eee —185 
Fulletimeequivalentsi: 4.) seme caer +24 


What appears to be a significant increase of employment (1.3 
per cent between March 1983 and June 1985) is reduced to a 
negligible gain (0.1 per cent) in terms of full-time equivalent. In 
this respect, the employment recovery appears to have been 
weaker than suggested by the conventional data. 


85 Bank of England, Quarterly Bulletin, December 1985. 


2.6 FOREIGN TRADE AND PAYMENTS 


In 1983-1984, international trade was stimulated by the surge in the United States import demand. In 1985 this 
stimulus was considerably reduced, while the main impulse came from western Europe. Nevertheless, develop- 
ments in the United States continued to be of great importance, as they have been associated with growing 
imbalances in trade and payments which, in turn, have led to significant changes in international capital flows 
and exchange rates. These aspects are reviewed in the present section: subsection (ii) gives an account of recent 
changes in trade volumes and prices; subsection (iii) deals with trade and current account balances; subsection 
(iv) discusses aspects related to exchange rate movements; and subsection (v) describes changes in the United 
States international capital flows. The outlook for 1986 is presented at the end of this section. 


(i) Introduction 


In 1983-1984, international trade was stimulated by the 
strong recovery in the United States domestic demand, which 
was accompanied by a considerable loss in this country’s com- 
petitiveness. This led to a rapid deterioration in the trade bal- 
ance of the United States, as well as a significant improvement 
in those of Japan, a number of west European countries and 
some developing countries. The rise in the United States trade 
deficit might have been expected to lower the dollar; but in- 
creased net inflows of capital (supposedly attracted by interest 
rate differentials favouring dollar assets), continued to boost 
the dollar exchange rate. 


Since mid-1984, economic growth in the United States has 
weakened, interest rate differentials have narrowed and in the 
second quarter of 1985 the dollar declined sharply. However, 
current account imbalances continued to widen and protec- 


tionist pressures in the United States to strengthen. In Septem- 
ber the Group of Five agreed to co-ordinate their intervention in 
the exchange markets and, subsequently, the dollar renewed its 
decline; at the same time interest rates were raised in Japan, in 
an attempt to discourage capital outflows from this country. 


From its high in February 1985, the United States dollar has 
fallen considerably. But this is likely to have had little impact 
on the 1985 trade volumes, given the relatively long lags that 
usually intervene between exchange rate changes and their 
volume effects. Still there was a marked slowdown in import 
growth in the United States. In 1985 most of the trade expan- 
sion in the ECE region originated from imports into western 
Europe, in contrast with 1983/84 when the main impulse came 
from the United States. 


On the other hand, the terms of trade reversal, which is asso- 
ciated with the recent exchange rate changes, became apparent 


TABLE 2.6.1 


Trade volumes 
(Percentage change from previous year) 


Exports Imports 
1985 1985 

1983 1984 (Jan.-Sept.) 1983 1984 (Jan.-Sept.) 

BrAnce rela. Sere ee ee 3.4 5.3 2.8 — 1.9 Des) 35 
Germany, Fed. Rep. of...... —0.3 9.1 7.5 359 Be 4.0 
а cfs cok inchs eas 522 6.5 Sei 1.4 9.0 13.9 
Wuited Kingdom sn... 2 0.6 8.3 9.9 Well 9.5 6.9 
Total 4 countries ......... 1.6 Mei 6.7 2.8 6.1 6.2 
анны 4.5 9.4 11.8 6.3 8.6 6.3 
Belgium-Luxembourg ...... 3.9 4.7 ВЫ — 1.0 4.2 2.0 
ЕЯ оао ооо 8.6 6.1 4.2 ail 7.8 5.9 
ава ee cata one 3.0 11.5 2.4 3:2 — 3.8 
пеар и. 12.0 19.2 7.6 3.1 10.4 4.8 
INGtherlamdStn ое ори Ве 5.0 Syd 6.1 32 6.3 7.9 
Мора fese ve oc noes ou 12.4 10.1 4.6 —5.0 15.8 11.0 
М О crise fiers 12.5 6.8 95 4.0 3.9 10.3 
SWitZenlall Germans cretrime et — 6.9 6.6 3.0 Vel 5.4 
TOCAUD CONN IES rien hers 5.9 Ц 5) р 6.3 6.1 
пота COLTMUMICS г... 3-1 7.5 6.1 2.6 6.2 6.2 
Сапача ее ое 8.8 222 57 14.0 18.5 3.4 
ое о а ев еее — 6.4 6.8 — 0.5 10.4 23.9 6.8 
Total North America ..... — 2.3 11.4 He) 11.0 22.9 6.2 
POLAND OVE mee eee nye ers 1.8 8.4 5.0 4.9 11.0 6.2 


nn — TTT 


Source: IMF, International Financial Statistics, January 1986; OECD, Monthly Statistics of Foreign Trade, December 1985, and 


national sources. 


а Weights are dollar trade values in 1980. 
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CHART 2.6.1 


Trade volumes and unit values of North America and western Europe, 1980 — 1985 
(1980 = 100) 
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Source : As for table 2.6.1. 
a Seasonally adjusted by the ECE secretariat. 
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у TABLE 2.6.2 


ыы The estimated direct impact of volume growth in North American and west 
European imports on the volume growth of total exports from the two regions 
(Percentage changes from previous year) 


Growth in imports into 


Direct impact on exports 


North 
Importers America 

Exporters 
Westemirurope м... 40.5 
4 mayarcountriesms 2k. wns, 39.0 
9smallercountries.............. 42.8 
NorthiAmericagmaet..:0.....0 24.4 
Сападатои ель 32.1 
Юоие@ атеиста. 18.9 
тоатаБоуе светят 30.6 

Exporters 
Western EUrOpes еее 23.0 
4majorcountries’.....6 005-8. . 27.0 
Osmallercountries,.20..0...08- ¢ Diet 
отеле ак ее 4.3 
Сарафан ey с Вены 10.0 
Ее States vost ke as И а 1.8 
оао ое ЩЕ 


West North West Actual growth 
Europe America Europe in total exports 
1984 
6.2 3.1 4.3 cs) 
6.1 3.5 Shall ell 
6.3 2.6 4.2 val 
1:7 4.8 0.4 11.4 
6.6 23.5 0.6 22.2 
0.2 3.6 0.1 6.8 
5.6 4.1 3.8 8.4 
1985 (Jan.-June) 

6.7 2) 4.5 6.8 
8.3 2.9 4.7 7.6 
4.8 1.8 4.3 5.4 
1:7 1.6 0.5 Sail 
—1.8 es — 0.1 5.2 
3.0 0.4 0.8 1.8 
6.0 1.8 4.0 551 


Source: ECE secretariat estimates based on data published in IMF, /nternational Financial Statistics, January 1986 and OECD, 


Monthly Statistics of Foreign Trade, December 1985. 


in the second half of the year. Hence, current account develop- 
ments in 1985 reflect these effects: there was a depreciation- 
induced worsening in the United States and a further improve- 
ment for its trading partners. 


(ii) The slowdown in trade expansion 


In the market economies of the ECE region, the growth in 
the volume of trade decelerated markedly in 1985, to about half 
its rate in 1984. The fall was in line with earlier projections: 86 
although there was an unexpected fall in oil imports and a 
weaker than foreseen rise in non-oil commodity trade, trade in 
manufactures is likely to have risen faster than had been fore- 
cast. 87 


The deceleration was particularly marked in North America. 
In the United States, import volumes increased by about 7 per 
cent, less than one third the annual rate in 1984; while import 
growth was still strong in the first quarter, there was a virtual 
stagnation in the second and third quarters (chart 2.6.1). In 
value terms, the growth in the United States imports ac- 
celerated in the fourth quarter, probably a reflection of 
increased import prices arising from the dollar depreciation. 
Import growth in Canada was also much weaker than in 1984. 


In western Europe, the volume of imports rose in the first 
nine months of 1985 at an annual rate of 6 per cent, the same as 
a year earlier. The 1985 rise in imports reflects increases in the 
first and third quarters—in the second quarter there was a slight 
decline (chart 2.6.1). Among the major west European 
countries, import growth accelerated in France and Italy, but 


86 See United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985. 

87 Data on merchandise trade by commodity groups are not yet 
available for 1985. The above considerations are based on data for 
manufactured exports from the developed market economies and 
exports from developing countries by major export products. 


slowed down in the Federal Republic of Germany and the 
United Kingdom. Imports into the smaller west European 
countries rose at very much the same rate as in 1984: an 
acceleration in Finland, the Netherlands and Sweden was offset 
by weaker import growth elsewhere. 


The volume of exports from the market economies of the 
ECE region grew at an annual rate of 5 per cent in January- 
September 1985, down from a more than 8 per cent increase in 
1984. This rate is likely to have been maintained in the last 
quarter. The changes in export volumes were more uneven than 
for imports. In the United States, a large fall in the second 
quarter put the volume of exports in the first three quarters 
slightly below its level a year earlier; this was a marked reverse 
from the growth of nearly 7 per cent in 1984. The growth of 
Canadian exports, which follows closely the course of the 
United States imports, decelerated sharply from the high rate of 
1984. In western Europe exports increased by some 6 per cent, 
compared with 7.5 per cent in 1984. Except for France, exports 
from the other major west European countries grew relatively 
fast. There was also strong export growth in Austria, Ireland, 
the Netherlands and Switzerland. 


In 1985 the expansion of exports from the market economies 
of the ECE region was largely due to the rise in west European 
imports; the North American impulse, which was quite impor- 
tant in 1983-1984, clearly lost momentum (table 2.6.2). This 
was especially the case for trade between the United States and 
Canada. The United States imports from western Europe con- 
tinued to increase—at least in the first half of the year—at a 
much higher rate than total imports. 8 Thus, in 1985 the United 
States contribution to western Europe’s export growth was still 
important. Nevertheless, as in 1984, it was intra-west European 


88 In January-June 1985 the volume of the United States total im- 
ports rose at an annual rate of some 10 per cent, while imports from 
western Europe are estimated to have increased, in volume, by more 
than 20 per cent. 
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CHART 2.6.2 


Balances on trade and current account, 1982-1985 


(Billions of US dollars) 
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Source: OECD, Economic Outlook (38), December 1985 
and national sources. 


а Excluding southern Europe. 
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TABLE 2.6.3 


is Terms of trade 


(Percentage change from the previous year or quarter) 


1985 
1983 1984 Jan.-Sept. 1 I Ш 
Е НИ: inane egems. обе ань <oniy Seay y 
WesternEurope ........... 1.1 —0.6 0.7 —1.0 1.0 4.0 
4majorcountries ........ 1.7 = 1.2 1.6 — 1.0 р Se 
9smaller countries ....... 0.2 0.4 —0.9 — 0.9 — 2.0 
North Americaiic..2.. 299). 4.9 = 12 1:2 Bal — —0.9 
СапаЧчаь. ое нь 3.0 —4.0 —2.5 ИД —2.2 По 
рева ес осо 5.5 — 0.5 2D, 3.6 — —0.9 


Source: See table 2.6.1. 


trade that made the largest contribution. The reason for this is 
that intra-regional trade accounts for nearly two thirds of total 
exports from western Europe, while the North American mar- 
ket (United States and Canada) takes only about 10 per cent of 
the total. The disparity between these shares tends to be still lar- 
ger for the smaller west European countries. Therefore, the im- 
pact of North American import growth on west European ex- 
ports tends to be relatively small: even in 1984, when North 
American imports from western Europe rose by as much as 40 
per cent, this contributed less to the growth in western Europe’s 
total exports than a 6 per cent rise in the region’s own imports. 


Dollar trade prices, on an annual basis, continued to decrease 
in the first three quarters of 1985. The fall reflects mainly an ap- 
preciation of the dollar between January-September 1984 and 
the same period in 1985, although commodity prices also fell in 
SDR terms (see table 4.1.2 below). 


On a quarter-to-quarter basis, however, trade prices in dollar 
terms began to reflect the depreciation of the dollar from 
February 1985: the dollar prices of exports and imports of the 
west European countries increased in the second and third 
quarters of 1985 (chart 2.6.1). Western Europe’s terms of 
trade started to improve in the second quarter of 1985, after 
worsening in 1984 and early 1985 (table 2.6.3). In North 
America trade prices have been fairly stable since mid-1983. 
The terms of trade, which had increased significantly in 1983, 
deteriorated slightly in 1984 and improved again, on an annual 
basis, in the first three quarters of 1985; however, the terms of 
trade of the United States declined between the second and 
third quarters. 


(iii) Growing trade and current account imbalances 


Recent developments in international economic relations 
have been very much dominated by the dramatic rise in the 
trade and current account deficits of the United States. In 1985 
the United States trade deficit is estimated at more than $148 
billion, four times the deficit in 1982 (chart 2.6.2). 89 The cur- 
rent account deficit deteriorated still more, from $8 billion in 
1982 to around $110 billion: in 1985, owing to rising interest 
payments, the surplus on current invisible transactions shrank 
considerably. ”° 


89 This figure refers to exports, f.o.b. less imports, c.i.f.; on a 
customs basis (exports less imports, f.o.b.) the trade deficit is smaller 
(in 1984 the former deficit was $123 billion and the latter $108 billion). 

90 This is a preliminary estimate, based on an estimated trade deficit 
of $143 billion (see Economic Report of the President, Annual Report 
of the Council of Economic Advisers, Washington, D.C., February 
1986); as the recorded trade deficit was about $148 billion, the ERP fig- 


Several factors are behind this decline in the external position 
of the United States. Estimates made by the Council of 
Economic Advisers 9! suggest that the strong recovery in the 
United States, the gap between growth in the United States and 
in other industrialized countries, and the decline in exports to 
highly indebted developing countries might, together, have 
been responsible for some 40 per cent of the increase in the 
trade deficit between 1982 and 1985. By implication, the rest of 
the deterioration can be ascribed to the rising dollar. 


In addition, the United States traditional surplus in the in- 
visibles account has fallen sharply, owing to a rising deficit in 
non-factor services (travel, transportation) and a continuous 
decline in net investment income. However, as mentioned al- 
ready, invisible receipts are understated and the actual surplus 
is likely to be larger than the recorded one. 


The widening trade and current account deficits of the 
United States have been mirrored by a marked improvement in 
those of some of its major trading partners. Japan is the most 
obvious one, but Canada, Brazil, Taiwan and a number of west 
European countries, particularly the Federal Republic of 
Germany, have also greatly improved their positions. 


The Japanese trade surplus rose from $18 billion in 1982 to 
$54 billion in 1985, a substantial proportion of this increase 
being accounted for by trade with the United States. °? Japan’s 
invisible deficit in this period fell from $11 billion to $7 billion. 
In particular, there has been a fast growth in investment in- 
come, resulting from the rapid increase in capital outflows in 
recent years. The surplus on the current account is estimated at 
$47 billion in 1985. 


There was also a general improvement in the external po- 
sition of west European countries (among the larger countries, 
Italy is an exception with a weakening of both the trade and 


ure is likely to be an underestimate. The United States current account 
deficit tends to be overstated, due to unrecorded or under-recorded re- 
ceipts. The sum of total current account positions around the world, 
which should be zero, shows a substantial deficit (between $70 billion 
and $90 billion, according to different estimates). A large share of this 
‘‘world deficit’’ arises from unrecorded services, many of which are 
purchased by governments but supplied by private parties: the former’s 
payments are usually recorded accurately but not the latter’s receipts. 
The United States, being a major service exporter, is likely to have a 
share in these unrecorded receipts. For example, Canada records 
several billion dollars a year more in service payments to the United 
States than is shown in the latter’s receipts from Canada. There is also 
under-recording of investment income and the United States, as a big 
holder of foreign assets, is probably affected by this as well. 

91 See the Economic Report of the President, Annual Report of the 
Council of Economic Advisers, 1984 and 1985 issues. 


92 See Economic Commission for Europe, Economic Bulletin for 
Europe, vol. 37, No. 4, Pergamon Press for the United Nations, 
December 1985. 
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current account balances). In 1985 the combined current ac- 
count of western Europe was in surplus by about $20 billion. 
Most of this, however, is accounted for by the Federal Republic 
of Germany ($16 billion) and by some of the smaller countries 
(the Netherlands, Switzerland, Norway). The current account 
of the Federal Republic of Germany moved into surplus in 1982 
and has risen every year since, mainly due to a decline in net 
payments on services and investment income; in 1985 there was 
also a considerable improvement in the trade balance. In 
France, the 1985 trade deficit was about the same as in 1984, 
but an improvement in invisibles led to a small current account 
surplus. In the United Kingdom, the trade deficit fell slightly, 
although export earnings weakened during the year; but thanks 
to an improvement in the invisibles account, the British current 
account surplus was around $5 billion, compared with less than 
$2 billion in 1984. While the trade and current account balances 
of the smaller west European countries have improved since 
1982, most of the gain is accounted for by the Netherlands, Bel- 
gium and Norway (except in 1985). The external positions of 
the other smaller countries has not changed very much. 


(iv) Exchange rates, competitiveness and commodity prices 


The dramatic exchange rate movements of the past few years 
have had a considerable impact on trade flows: in the first place 
they affected trade prices (in particular through changes in indi- 
vidual countries’ competitiveness) and hence influenced volume 
developments. 


(a) Competitiveness and exchange rates 


The increase in the United States trade deficit and the corres- 
ponding improvement in the trade balance of its trading part- 
ners are, to a large extent, attributable to changes in relative 
competitive positions. 


Relative unit export values, in national currencies and in dol- 
lars, are shown in chart 2.6.3. 93 In national currency terms, the 
low inflation countries—the Federal Republic of Germany, 
Switzerland, Japan and the United States—improved their 
competitive position in 1980-1984 (in the Federal Republic of 
Germany and in Switzerland there was no real improvement in 
1982-1984, but the improvement is clear in relation to 1980). In 
France and the United Kingdom there was a marked deteriora- 
tion of competitiveness. 


However, when exchange rate changes are taken into ac- 
count, this picture is considerably modified. The relative com- 
petitiveness of the United States deteriorates sharply: relative to 
the dollar unit values of its competitors, its export unit values in 
early 1985 were almost 40 per cent higher than in 1980. The 
relative position of Japan also deteriorated somewhat, while 
France, the United Kingdom, the Federal Republic of Germany 
and Switzerland were all more competitive than in 1980. 


The recent depreciation of the dollar has led to a marked im- 
provement in the competitiveness of the United States and a 
small deterioration in that of France, the United Kingdom, 
Switzerland and the Federal Republic of Germany. In Japan, 
owing to the very low domestic inflation rate, relative unit ex- 
port values declined despite the appreciation of the yen. How- 
ever, these recent changes are unlikely to have much effect on 
trade volumes until later in 1986. 


33 The ‘‘relative’’ indices are obtained by dividing the index for each 
country by an index of the weighted average of its major competitors 
(here taken as the countries of North America, western Europe and 
Japan). 


(b) Exchange rates and commodity prices 94 


Exchange rate movements also have a significant impact on 
the prices of dollar priced commodities. First, there is the im- 
pact of exchange rate movements on the commodity prices ex- 
pressed in non-dollar currencies; secondly, there are the effects 
on the dollar prices of primary commodities. 


For countries other than the United States, an appreciation 
of the dollar vis-a-vis their currencies increases the national cur- 
rency prices of foreign (dollar-priced) goods. Thus, although 
oil prices have been declining since 1981 and non-oil commodity 
prices fell sharply in 1984-1985, commodity prices in west 
European currencies rose considerably in the last few years; 
only in mid-1985 did these start to decline, reflecting the 
depreciation of the dollar since February (chart 2.6.4). 


Changes in the dollar exchange rate also influenced commod- 
ity prices in dollar terms. As mentioned above, for importers 
outside the United States an appreciation of the dollar leads toa 
rise in the prices of imported goods relative to domestic pro- 
ducts. However, in exporting countries, the prices of exported 
goods rise in relation to those of goods sold in the domestic 
market. Consequently, import demand declines, export supply 
increases and dollar prices tend to fall. In the past few years the 
dollar’s appreciation has disrupted the demand-supply adjust- 
ment mechanism in commodity markets, including that for 
crude oil: in non-dollar countries, demand was discouraged by 
rising domestic prices at a time when world market prices were 
falling. In fact, more than half of the 22 per cent decline in 
commodity prices between May 1984 and September 1985 is 
likely to have been due to the strengthening of the dollar. % 


Other things being equal, the depreciation of the United 
States dollar since February 1985 should lead to some revival of 
dollar commodity prices; actually they did pick up somewhat in 
the fourth quarter of 1985. However, there are also other 
factors at work, such as excess supply, that will tend to offset 
this improvement. 


(v) Capital flows: the United States as a net debtor 


In the last decade, there have been considerable changes in 
the pattern of international capital flows. First, the recycling of 
the oil exporters’ surplus receipts in the wake of the two oil 
shocks was followed by capital flows moving mostly between 
the industrialized countries; second, the United States, tradi- 
tionally a net exporter of capital, became a net importer on a 
large scale. This subsection briefly focuses on the latter de- 
velopment. 


4 The impact of exchange rate movements on commodity prices de- 
pends, primarily, on the currency in which prices are denominated. In 
the following only the impact on dollar-denominated commodity prices 
is discussed. 


°S The relationship between exchange rate changes and commodity 
prices involves aspects that are relevant for both the exporting and the 
importing countries. Here, the focus is on the commodity importing 
countries of western Europe and North America. 


% An econometric analysis has shown that the elasticity of dollar 
prices of primary commodities with respect to the exchange rate of the 
dollar vis-a-vis a basket of major currencies (including the dollar) is 
about — 3/4. In other words, a 10 per cent appreciation of the dollar 
would imply a 7.5 per cent fall in the dollar prices of primary commodi- 
ties. (See IMF, World Economic Outlook, Washington, D.C., May 
1983, April 1984 and April 1985.) Between the first quarter of 1984 and 
1985 the effective exchange rate of the dollar increased some 16 per 
cent; this would imply a 12 per cent decline in the dollar prices of 
primary commodities. 
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CHART 2.6.3 


Relative unit export values 
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Source: ECE secretariat calculations based on data from IMF, 
International Financial Statistics, January 1986. 


(a) Shifts in the United States capital ассоит! 


The counterpart of the rise in the current account deficit of 
the United States was a rapid increase in net capital inflows 
(table 2.6.4). No large changes occurred in net official flows, 
but private capital moved from a net outflow of about $20 
billion in 1981-1982 to a net inflow of more than $80 billion in 
1984-1985. The turnround was particularly large for bank- 
reported transactions, but other private capital inflows also 


97 Published data on the United States capital flows contain a 
number of shortcomings (see, for example, Morgan Guaranty Trust 
Company of New York, World Financial Markets, January 1986). 
Conclusions based on these data should, therefore, be made with 
caution. 
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expanded. Moreover, the statistical discrepancy—which arises 
from under-recorded service receipts but also (and perhaps 
mostly) from unrecorded capital inflows—also rose sub- 


stantially in 1984 and may have increased further in 1985. 


According to the United States balance of payments data, 
the growth in net private capital inflows reflects mainly a very 
sharp slowdown in the increase of United States assets abroad; 
this was some $2 billion in the first half of 1985 against $108 
billion in 1982. 98 The data do not show any significant accelera- 


98 This is based on data for the first half of 1985 (data for the first 
three quarters are available, but these are not strictly comparable with 
the figures for previous years). The inclusion of third quarter data in 


(Continued on page 61.) 
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CHART 2.6.4 


A. Quarterly indices of free market prices of selected primary commodities 
exported by developing countries, 1981 — 1985 
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estimates. 


y Price Bulletin, December 1985, and IEA (OECD) 
5; for oil prices, fourth quarter are ECE secretariat 
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TABLE 2.6.4 


a Summary of United States international transactions 
(Billions of US dollars) 

1981 1982 1983 1984 1985 а 
По нь лы 
Currentaccountese eee ya ee : = = = = 
ОВ В 6.3 8.1 40.8 101.5 124.0 

(increase/capital outflow(—)) .......... —111.0 -119.2 —55.0 —20.4 — 6.5 
WS officialassetss: er И. — 10.3 —11.1 — 6.2 —8.6 —4.6 
US privatelassets: вв. ЗМ cde — 100.8 — 108.1 — 48.8 —11.8 — 1.9 
Direckinvestments пк. В, —9.6 4.4 —5.4 — 4.5 — 4.5 
Boreigmsecunitiesys ее —5.8 —8.1 —7.0 —5.1 —8.7 
Е | tis eke acon eice — 85.4 —104.4 —36.4 —2.2 11.3 
Foreign assets in the United States, 
het (increase/capital inflow(+)) ........ 83.3 94.4 84.3 97.3 79.0 
Foreigniafficiallassetses 5... о. 5.0 87 5.8 3.4 — 6.1 
Forelgniprivate assets. 0.5. .6er. occ. 78.3 90.8 78.5 93.9 85.1 
Directinvestment и 25.2. 13.8 11.9 225 14.0 
WS Treasurysecunities «esc. 2.9 fel 8.7 22.4 15.8 
Other И ..nc0ceeee en 7.2 6.4 8.6 13.0 859 
ав ее 43.0 63.5 49.2 36.0 22.0 
Allocation of special drawing rights ........ 1.1 — — -- — 
Statistical/discrepancy п eee 20.3 32.8 Iles} 24.6 pulled 
Memorandum items 
Officialicapitaly neta emanate ei ae —5.3 —7.4 — 0.4 —5.2 — 10.7 
Privatecapital meter seer ascites ce lee — 17.3 29.7 82.1 83.2 
Нац тереме ее — 42.0 — 45.1 19.4 ИС 36.3 
О ра а ее ори 19.6 27.8 10.3 58.9 46.9 
Adjusted US private assetsabroad>...... — 60 — 45 115) —2 ie 
Adjusted foreign private assets inthe US >. 37 28 Si 84 84¢ 


Source: United States Department of Commerce, Survey of Current Business, various issues. 


а First half of the year, at an annual rate. 


> See P. Isard and L. Stekler, ‘U.S. International Capital Flows and the Dollar’’, in Brookings Papers on Economic Activity, 1, 1985. 


© Adjusted by the ECE secretariat for IBFs claims and liabilities. 


tion in the growth of foreign private assets in the United States: 
an increased growth in foreign holdings of securities (US 
Treasury and other) was offset by a slowdown in the rise of the 
United States liabilities and of foreign direct investment in the 
United States (except in 1984 when the latter increased sharply). 
Hence, most of the increase in the net inflow of private capital 
would appear to have consisted of capital that used to be placed 
abroad by United States residents, rather than to foreign capital 
coming from abroad. 

However, these balance of payments data are misleading, 
mainly because of the establishment of International Banking 
Facilities (IBFs) at the end of 1981 and early 1982. % This de- 
velopment inflated the increase of both the United States 
banks’ claims on foreigners and United States banks’ liabilities 
to foreigners in these two years, as both assets and liabilities 
were shifted from the books of banking offices abroad to the 
books of banking offices in the United States. When the data 
are adjusted for this change in book-keeping, the 1981-1982 
increases in the United States private assets abroad and in 
foreign private assets in the United States (last two rows of the 
memorandum items in table 2.6.4) are half the size of those 


(Footnote 98 continued.) 

the estimate for 1985 makes the increase in US assets abroad, and that 
in foreign assets in the United States, somewhat larger than the 
estimates in table 2.6.4. The nef inflow, however, is very close to the 
figure for the first two quarters. 

99 The IBFs were created in the United States to accept funds and 
make loans to non-United States residents and foreign corporations. 
They are exempt from reserve requirements and benefit from other 
regulatory and fiscal privileges. For a discussion of this issue, see 
P. Isard and L. Stekler, ‘‘US International Capital Flows and the 
Dollar’’, in Brookings Papers on Economic Activity, 1, 1985. 


shown by the balance of payments data. 100 Hence, in the 
first half of the 1980s, the slowdown in the rise of United 
States private assets abroad was much less than suggested by 
balance of payments data, while the acceleration in the 
growth of foreign private assets in the United States was 
stronger. In any case, there is no doubt that United States 
banks have significantly reduced new lending to foreigners. 
Part of the fall is accounted for by claims on west 
Europeans (particularly on United Kingdom residents); but 
most of it was due to lower claims on Latin American 
countries in the wake of the debt crisis (table 2.6.5). !°! 
These countries faced credit rationing and had to earn an 
increased part of their debt service obligations by means of 
improvements in the trade balance. In the United States 
balance of payments, this appears as a worsening of the 
trade balance and a capital inflow corresponding to the 
reduced rate of bank lending. 


However, the adjusted figures mentioned above reveal that a 
sizeable proportion of the rise in net capital inflows is due to 
rapidly increasing foreign assets in the United States. The 
increase was quite large for Japanese-held assets: a very high 
savings/investment ratio and relatively low interest rates in 
Japan help to explain this increase. The statistical discrepancy 
in table 2.6.5, which largely reflects unrecorded capital inflows, 


100 These adjusted figures are published in P. Isard and L. Stekler, 
loc. cit. They are further adjusted for the consolidation of outflows 
and inflows between US firms and their foreign affiliates. This adjust 
ment is quantitatively much smaller than that for IBFs. 

101 This may partly reflect the above-mentioned effect of the estab- 
lishment of IBFs (note that data in table 2.6.5 are not adjusted for this 
effect) 
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TABLE 2.6.5 
United States international transactions with selected trading partners 
(Billions of US dollars) 


1982 1983 1984 1985 а 
pe ee ЕВ eee ee 


Current account balance with: 
CANA le ree ные 0.2 — —5.3 — 6.2 


Western Europe sess anes оны 3.7 —6.0 — 27.6 — 34.0 
JAD AN оао... — 15.4 — 18.4 — 34.8 — 47.4 
Latin America and other western hemisphere........ 8.4 —7.6 — 13.4 — 12.8 
Eastern Еигоре апа Soviet Union ...............-- 3.0 ey 22 2.0 
US assets abroad (increase —) 
бапада serene ee satel gis Reread, ole ye ол —1.5 —8.8 —0.7 —2.2 
Western Е торе о а — 44.0 —10.5 — 14.3 — 19.1 
Japan а. В: —2.5 —3.4 0.7 4.0 
Latin America and other western hemisphere........ — 46.6 — 13.4 3.6 9.6 
Eastern Burope and Soviet шой)... еее ++. 0.1 0.1 0.2 — 
Foreign assets т the US (increase +) 
Сапада ее. 1.0 6.2 6.6 Tez 
Western Buropets a: ttt accor ais sie so nies sane 44.8 38.7 48.8 42.1 
уарай оо cree aie Mee оо Mele a aide alse — 1.9 7.0 13.8 20.2 
Latin America and western hemisphere............. 31.1 PH ASS 19.7 11.4 
EastemmEuropeand' soviet Unions. 22. aha 0.1 0.1 — 0.2 
Statistical discrepancy 
Canad anne teachers eomeecte cere situa nenseecerenieer meee Share 0.3 2.6 — 0.6 i? 
Метео ео" —4.5 — 22.2 —7.0 11.0 
аа 19.9 14.8 20.3 23.0 
Latin America and western hemisphere............. Tal —6.7 -9.9 —8.1 
Eastern Europe and Soviet Union ................. —3.2 — 1.9 —2.4 —2.2 


Source: As for table 2.6.4. 


а First half of the year, at an annual rate. 


TABLE 2.6.6 


Long-term interest rates: differential between government bond yields in 
the United States and in other selected countries 
(Per cent per annum) 


1985 
1981 1982 1983 1984 1 П Ш 
Differential, nominal rates 
о от оне 1.9 2.6 23 0.1 0.4 0.2 — 
Germany, beds Вер о. 35 3.9 3.4 4.7 4.4 4.1 4.2 
United Kingdom eee eer —1.0 — 0.5 1.8 0.8 0.4 0.3 
Switzerland Werner cerca seaeate 8.2 8.1 6.8 7.8 6.9 6.3 5.9 
Зара. Sal 4.9 3.9 5-й! Dee 4.8 4.7 
Diffential, real rates 
rane ets. cc een ри 1.0 3.0 4.1 35) ey 8-1] 18 
Germany hedsRep Ol sane —0.8 Sil 3.5 2.8 3.1 2.9 330 
Wnited Kinedomiees ner nie 0.5 2.5 1.9 РВ 27 37 sh) 
Switzerlandifaws Е 4.2 7.6 6.6 6.5 Tel 6.3 Sai) 
Japan: warn ae ee —0.8 1.4 2.6 3.6 3.6 si) 3181 
Differential nominal rates, 
corrected by discount or premium 
on forward exchange ге“ 
Brances Ao По rae ce —2.6 —1.2 0.4 0.4 Bal 2a De 
Germany, Fed. Rep..of .......... — 0.7 —1.0 — 0.6 —0.2 1.4 1.9 0.8 
United King domme sen ee eee —3.2 —0.8 0.1 0.8 4.8 4.9 3.5 
Switzerland yay seer ertey ee ne 1.6 —0.1 1.4 1.5; Vea! 12 2.6 
Зара ae tae ме —3.6 — 0.3 1.1 №3 1.4 2.5 222, 


Source: Based on data from IMF, International Financial Statistics, various issues. 
a ve р a are ae. Е. 

Discounts and premiums are on three-month forward exchange rates (end of period in per cent per annum, based on end-of-period 
quotation of the currencies against the US dollar). Calculations were made on quarterly data and averaged, for the year, for 1981-1984 
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suggests that the rise in assets held by west Europeans was also 
significant. 


(b) Possible factors behind the capital in flows 


One current explanation for the increased attractiveness of 
dollar assets to foreign and national investors is the large dif- 
ferential between real interest rates in the United States and 
those in other countries. As is shown in table 2.6.6, the dif- 
ferential between long-term real interest rates rose sharply in 
1982, when it was between 2.5 and 3.5 percentage points in 
favour of the United States. (Switzerland, where real interest 
rates have been some 6 to 7 percentage points lower than in the 
United States, is exceptional). However, some analysts argue 
that “‘what the investor really cares about is the nominal yield 
on his investment abroad, corrected for any change he expects, 
over the relevant holding period, in the exchange rate between 
the foreign currency and his home currency.’’ 102 These expecta- 
tions are not observable, but one possible indicator is the pre- 
mium or discount on forward exchange rates: although this is 
not a very good measure of exchange rate expectations, it is 
considered to be more appropriate than differences in inflation 
rates. The nominal interest rate differentials adjusted for 
forward premiums or discounts are also shown in table 2.6.6. 
They tended to be negative in 1981-1982, but became positive in 
1983 and continued to increase until the middle of 1985. The 
widening of these ‘‘corrected’’ differentials was particularly 
large for France, Japan and the United Kingdom. In the case of 
the United Kingdom the interest rate differentials corrected for 
expectations of exchange rate changes are much larger than the 
differentials for nominal and real interest rates. The opposite is 
true of Switzerland, where persistent expectations of an 
appreciation of the Swiss franc led to the ‘‘corrected’’ dif- 
ferential being much smaller than the real or nominal interest 
rate differential. 


Irrespective of which differential is considered (nominal, real 
or corrected for exchange rate expectations), the picture emerg- 
ing from the figures is very much the same: interest rate dif- 
ferentials have been in favour of dollar assets and have widened 
over the last few years. 


In addition to interest rate differentials, other hypotheses 
have been put forward to explain the strong net capital inflow 
into the United States. One is the rise in after-tax rates of return 
on real capital. Actually, the increase in net capital inflows is 
associated with United States securities, rather than direct in- 
vestment (table 2.6.4); but it is possible that an increase in the 
return on fixed capital could induce United States residents to 
borrow in financial markets in order to obtain funds for real in- 
vestment. 


The safe-haven motive has also been used to explain the shift 
of assets into dollars. Once again, the balance of payments data 
are not very conclusive: a large share of the increased capital in- 
flow into the United States is accounted for by Japan and west 
European countries (the Federal Republic of Germany, the 
United Kingdom) which can hardly be qualified as unsafe. 
However, asset holders in ‘‘unsafe’’ countries may have in- 
vested in the Eurodollar market, these investments appearing in 
the United States accounts as inflows from west European 
countries. It is worth noting that these inflows, as those from 
Japan, are likely to be undervalued, as is suggested by the large 


102 See К. М. Cooper in ‘‘Three Discussion Papers from the Sympo- 
sium on Exchange Rates’’, in Brookings Papers on Economic Activity, 
1, 1985. 


positive statistical discrepancies in the United States capital 
accounts with Japan and western Europe. On the other hand, 
there was a significant decline in outflows from the United 
States to Latin America, but part of this—as mentioned 
already—may reflect a shift in the accounting procedures 
associated with the opening of IBFs. 103 


(c) The emergence of the United States as a net debtor 


Regardless of the reasons for the increase in net capital in- 
flows, they have greatly reduced the United States net interna- 
tional investment position: by some $200 billion between 1982 
and 1985. Moreover, in the course of 1985, the United States 
became a net debtor for the first time since 1914 (table 
2.6.7). 104 Current forecasts indicate that the United States re- 
quirements for borrowing abroad will continue to rise until the 
end of this decade. In 1986 the trade deficit may continue to in- 
crease due to the lagged effects of the previous dollar apprecia- 
tion, while the invisible balance will deteriorate rapidly, owing 
to increased interest payments abroad. Even taking into ac- 
count the recent exchange rate adjustments, the United States 
net foreign debt might be some $400-500 billion at the end of 
this decade and the country will continue to rely on annual net 
inflows of capital of more than $100 billion, an amount that 
corresponds to some 9-10 per cent of the savings of the de- 
veloped market economies. !% This raises the much-debated 
question of whether the required capital inflows will be 
sustained without difficulty. In fact, investors’ preferences 
may be shifting towards non-dollar assets (perhaps in anticipa- 
tion of a lower dollar or simply because portfolios are becoming 
saturated with dollar holdings). Since the United States can 
service its debt in its own currency, the problem is not one of 
currency unavailability, but of price adjustment: the value of 
the dollar may decline more sharply than in the recent past and 
interest rates may have to rise in order to continue to attract 
capital from abroad. 


Some analysts, however, consider that the United States will 
remain for some time an attractive place to acquire assets. In 
the short run they do not foresee great financing difficulties. 
But they also forecast that ‘‘someday, foreign and domestic 
perceptions of relative investment opportunities in the United 
States versus those in other countries, both industrial and de- 
veloping, will change’’. '6 Hence, even these more optimistic 
forecasters recognize that ‘‘adjustment, if not initiated early, is 
prone to occur in a traumatic fashion’’. They consider that the 
recent depreciation of the dollar, while constructive, is only a 
first step in correcting current imbalances. 


(vi) The outlook for 1986 


The short-term prospects for international trade and pay- 
ments are very dependent upon developments in the financial 
and oil markets, which remain uncertain. Most of the currently 
available forecasts were carried out at the end of 1985, before 
the recent fall in oil prices. They are based on the usual 


103 See footnote 99. 

104 The reported international investment position of the United 
States should be interpreted with caution because of under-recording of 
both assets and liabilities. 

105 See Morgan Guaranty Trust Company of New York, World 
Financial Markets, January 1986; also У. В. Cline, ‘Changing 
Stresses on the World Economy’’, The World Economy, vol. 8, No. 2, 
June 1985. 


106 Morgan Guaranty, /oc. cit. 
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TABLE 2.6.7 


International investment position of the United States 
at year’s end, 1981-1985 
(Billions of US dollars) 


1981 1982 1983 1984 1985 а 
иль о DY) ie а Я ИИ КБЕ 
WSiassetsiabroad «aac. orl 719.7 839.0 893.8 914.7 921.2 

Official erect ance os ee 98.5 108.3 19.0 119.6 124.2 
Private зе. та. an eee 621.2 730.7 780.8 795.1 797.0 
ForeignassetsintheUS ..... 579.0 692.0 787.6 886.4 965.4 
Official pei ene eo 180.4 189.2 194.5 199.0 192.9 
ат оо 398.6 502.8 593.1 687.4 772.5 
Net investment position ..... 140.7 147.0 106.2 28.2 — 44.2 
Ostictale cr. mca ee eeiegs — 81.9 — 80.9 — 81.5 — 79.4 — 68.7 
Рае сие се не 22056 227.9 187.7 107.7 24.5 


a о окококдкдкдкокдк—к—к—к—к—к—кдкдк—к—кдк—д—кдкдкдж 
Source: The United States Department of Commerce, Survey of Current Business, various issues. 


4 First half of the year, at an annual rate. 


technical assumption of unchanged exchange rates—an as- 
sumption that at present is largely questionable. Both with re- 
spect to oil prices and to exchange rate movements, the size and 
time pattern of future changes are very uncertain. 


While further exchange rate changes may have little impact 
on the 1986 trade volumes, owing to transmission lags, these 
will probably be influenced by the changes which occurred in 
1985. Thus, export growth in the United States is likely to re- 
sume, at a rate that may exceed 3 per cent, while the volume of 
imports is expected to increase by some 4 to 5 per cent, down 
from some 7 per cent in 1985. Before the recent fall in oil prices, 
a slowdown of export growth was foreseen in the major 
countries of western Europe, following their currency apprecia- 
tion and consequent decline in competitiveness. Export growth 
in most of the smaller west European countries was anticipated 
to decelerate, except in Belgium, Denmark and Sweden. A 
small acceleration in imports was forecast for the Federal 
Republic of Germany and France, but this was expected to be 
offset by a slowdown in Italy and the United Kingdom. With 
few exceptions (Belgium, Ireland and Denmark), a deceleration 
of imports was also expected in the smaller countries. But if oil 
prices remain some 30 per cent below their levels at the time 
these forecasts were made, the consequent increase in real in- 
comes will boost imports and give a new impulse to the trade of 
the market economies of the ECE region: import cuts by OPEC 
members and other net oil exporters will be more than offset by 
increased trade among net oil importers. As a whole, trade 
volumes in the market economies of the ECE region may then 
rise by 5-6 per cent in 1986, or by as much as in 1985. 


Trade prices will continue to be weak. Prices of oil may 


recover somewhat from the recent collapse but, under the pres- 
sure of excess supply, they are likely to remain well below their 
average level in 1985. Non-oil commodity prices may recover 
somewhat, owing to the falling dollar: in fact, the recent decline 
in national currency, commodity prices in western Europe may 
lead to some recovery in demand. Prices of manufactures 
should reflect the lower inflation rates in the developed market 
economies. In dollar terms, however, trade prices may rise 
somewhat, if the value of the dollar declines further in 1986. 
The countries of western Europe will probably register a terms- 
of-trade gain, except those that are net exporters of oil (Norway 
and the United Kingdom). As a major exporter of manufac- 
tures, the United States may also record improved terms of 
trade; but Canada—where primary commodity exports are im- 
portant—may face a loss. 


The present pattern of current account imbalances is unlikely 
to change significantly in 1986. The current account of the 
United States might still be around $100 billion: the deprecia- 
tion-induced improvements in the trade balance and investment 
income from abroad will be offset by the rise in debt service 
payments. In Japan and in the Federal Republic of Germany 
current account will continue in large surplus. In these coun- 
tries, the accumulation of foreign assets has markedly 
improved the invisibles account and a further improvement is 
likely in 1986. The invisibles account should also improve 
for the same reason in the United Kingdom, but the current 
account will be affected by the terms of trade loss associated 
with the fall in the price of oil. The trade balances of the west 
European countries will probably improve somewhat: the dete- 
rioration arising from recent losses in competitiveness may be 
offset by gains in the terms-of-trade. 


2.7 RECENT ECONOMIC DEVELOPMENTS IN SOUTHERN EUROPE 


This section reviews recent developments in Greece, Portugal, Spain, Turkey and Yugoslavia. 1985 was a 
disappointing year for most of these countries: growth was modest, and unemployment and inflation remain 
much higher than in the rest of western Europe. Considerable progress has been made in correcting external 
imbalances, but fixed investment generally remains very weak. Output and demand changes are discussed in 
subsection (ii), wages and prices in subsection (iii), labour markets in subsection (iv) and the current account in 
subsection (v). The short-run outlook is discussed in subsection (vi). 


(i) Introduction 


For the last six years or so developments in southern Europe 
have been dominated by attempts to adjust to the consequences 
of the oil shocks of the 1970s. The adjustment problems have 
been particularly severe in these countries, most of which had 
serious structural problems before the oil shocks and all of 
them being highly dependent on imported energy. The 
problems were exacerbated by the relatively relaxed policies 
that followed the first oil shock: private and public consump- 
tion were maintained at high rates throughout most of the 1970s 
(chart 2.7.1) and rising current account deficits were easily 
financed by the plentiful supply of foreign capital at low or 
negative real rates of interest. Spain, Turkey and Portugal had 
begun to implement adjustment policies before the second oil 
shock occurred in 1979. This aggravated the existing problems, 
and the determined pursuit of tight monetary and fiscal policies 
in the rest of western Europe not only meant a sharp slowdown 
in the growth of demand for south European exports but also a 
major change in the possibilities of continued financing of 
current account deficits: real interest rates rose sharply, the 
supply of funds was cut back, and by 1982 several countries in 
the region were faced with problems in servicing their debt and 
maintaining an inflow of foreign funds. The countries of 
southern Europe had no alternative but to reduce domestic 
demand in order to reduce their current account deficits. In this 


they have been markedly successful (chart 2.7.1): from nearly 
$14 billion in 1980 the total current account deficit of the 
five countries had fallen to a little more than $1 billion in 
1984 and was under $1 billion in 1985. The improvement was 
particularly marked in 1983 and 1984 when the economic 
recovery in North America and the rest of western Europe 
lifted total south European exports by some 10 and 12 per 
cent, while weak domestic demand supported by import 
restrictions led to modest, even negative, import growth. 
(Only in Turkey, where output growth was relatively high, 
did imports grow significantly in these years.) The total of 
gross foreign debt has continued to rise in Greece, Portugal 
and Turkey; in Yugoslavia it has stabilized and in Spain it 
was reduced in 1985. Debt service ratios ! still remain high, 
ranging in 1985 from just under 20 per cent in Greece to 
some 36 per cent in Yugoslavia. 


Although inflation rates at the end of 1984 were still very 
much higher than in the rest of Europe, governments generally 
expected inflationary pressures to continue to ease (albeit 
slightly in some cases). They also felt that public sector deficits 
could be contained (at least, as a proportion of GDP), and that, 
given the improvement in their balance of payments, there was 
room for some modest improvement in the rate of growth in 


107 Interest payments and repayment of principal as a percentage of 
current account receipts (including private transfers). 


CHART 2.7.1 


Southern Europe: the balance on trade and current accounts, 1980-1985 9 
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a Preliminary estimates for 1985, available at end-January 1986. 
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CHART 2.7.2 


Consumption and fixed investment in southern Europe 
compared with the rest of western Europe, 1972-1985 2 
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1985. Whereas growth in 1984 had been largely based on rising 
exports (and, to a lesser extent, government consumption), 
governments were hoping for some recovery in domestic de- 
mand and, in particular, for a check to the decline in fixed in- 
vestment. Although the adjustment programmes in southern 
Europe have squeezed private consumption in varying degrees 
from country to country and over time, the collapse of fixed in- 
vestment has been almost universal: between 1982 and 1984, 
fixed investment rose only in Turkey—and even there it repre- 
sented only a partial recovery from a 22 per cent drop between 
1977 and 1980. For southern Europe as a whole fixed invest- 
ment in 1984, the fifth successive year in which it had fallen, 
was more than 18 per cent below its level in 1979 (chart 2.7.2) 
The reversal of this development is now a crucial objective for 
policy makers in southern Europe, for without a revival of in- 
vestment it is difficult to see how fundamental changes in the 
structure of their economies can be brought about. Develop- 
ments in 1985 show only a few hesitant signs of such a revival. 


(ii) Output and demand 


1985 was a disappointing year for the south European 
countries. Total output growth was modest (about 2 per cent, in 
aggregate). With the exception of Portugal, GDP grew less than 
in 1984 and in all of them growth was less than expected at the 
beginning of 1985. If expectations had been fulfilled, total GDP 
growth would have been between 3 1/2 and 4 per cent com- 
pared with just under 3 per cent in 1984. 


In Spain there was a recovery in domestic demand of around 
2 per cent, mainly due to fixed investment and, to a lesser ex- 
tent, private consumption (table 2.7.1). However, there was a 
sharp drop in the growth of exports and the foreign balance had 
a negative effect on domestic output (in 1984 its contribution 
had been large and positive). The fall in export growth was 
partly due to the relative weakness of some of Spain’s main 
markets, viz., Latin America and the Middle East, but de- 
clining competitiveness arising from exchange rate movements 
also appears to have led to loss of market shares. The weakness 
of the economy and particularly of employment in the early 
months of 1985 led to the implementation of a package of 
stimulatory measures in April and these may have had some 
effect in the second half of the year when fixed investment 
and private consumption both improved. However, the weak 
performance in the first half of the year means that GDP 
growth for 1985 as a whole is likely to have been only 1.7 per 
cent, 108 well below the government’s original expectations of 
3 per cent. The different sectors of the economy rose more or 
less in line with domestic demand, including construction which 
started to recover after two years of decline. 


A recovery in domestic demand and a declining contribution 
to growth from the foreign sector had also been expected in 
Portugal at the beginning of 1985. Although interest rates were 
reduced in late 1984, domestic demand stagnated in 1985, a 
reflection of the continuing effects of the austerity programme 
adopted in mid-1983. Real wages fell again in the first quarter 
of 1985 (although they may have levelled out during the course 
of the year) and private consumption growth was marginal. 
Fixed investment, instead of increasing, fell by 5 per cent, a 
reflection of weak output growth, high real rates of interest and 
cuts in public investment. There was some positive contribution 
to growth from public consumption and stockbuilding, but the 


108 This is the Bank of Spain estimate for GDP growth; the National 
Institute of Statistics’ estimate is 2.1 per cent. 


main support came from the foreign balance where exports 
grew by some 8 1/2 per cent in volume and imports by less than 
2 per cent. Export growth was down from 1984, reflecting 
weaker world demand, but Portugal’s competitive position ap- 
pears to have been maintained. 


In Greece there was some strengthening of domestic demand 
in 1985 mainly because of public consumption (up nearly 5 per 
cent) and a small increase in fixed investment, the first since 
1979. The rise in investment was mainly due to the public sector 
and to an improvement in residential investment; fixed invest- 
ment in the private business sector showed no signs of recovery. 
The contribution of the foreign balance declined considerably 
as export growth decelerated and imports increased sharply. 
GDP in 1985 consequently grew by less than 2 per cent com- 
pared with some 2.8 per cent in 1984. 


In Turkey growth had already been stronger than expected in 
1984 and some deceleration had been expected in 1985 (al- 
though not much: 5 1/2 per cent instead of 5.9 per cent in 
1984). But actual growth was much weaker (about 4 per cent), a 
reflection of the continuing imbalances in the Turkish economy 
and the government’s attempts to deal with them. All the com- 
ponents of domestic demand slowed down: public consumption 
growth fell and public investment dropped 2 per cent as efforts 
were made to reduce the government’s budget deficit. How- 
ever, the deficit remained larger than foreseen and monetary 
policy was relatively expansionary. Inflation, which was ex- 
pected to fall to 25 per cent for 1985 as a whole, remained at 45 
per cent, and falling real wages slowed down the increase in 
private consumption. In spite of high real interest rates, private 
business investment was the most buoyant component of 
domestic demand in 1985 (up 5.5 per cent compared with 6.2 
per cent in 1984). Most of this investment was in the export 
sector, particularly for consumer goods. The foreign balance 
continued to make a large contribution to growth in 1985. 


Following growth of 2 per cent in 1984 the government of 
Yugoslavia originally hoped for growth of a little more than 3 
per cent in 1985. However, a sharp deceleration in the growth 
of industrial output (partly due to the harsh winter), and falls of 
7 to 8 per cent in construction and agricultural output all point 
instead to an increase of about | per cent. Domestic demand 
fell for the fifth consecutive year. Private and public consump- 
tion as well as fixed capital formation declined. The only sup- 
port to domestic demand was stockbuilding, which was en- 
couraged by accelerating inflation and negative real rates of 
interest. The shift of resources into the foreign sector continued 
in 1985 with exports of goods and services rising by nearly 8 per 
cent and imports falling. Although the positive trade balance 
offsets the effect of falling domestic demand on domestic 
output, the need to repay foreign debt implies a fall in 
domestically used Yugoslav national income in 1985. 


(iii) Wages and prices 


The south European countries still have rates of inflation 
which are well above those in most of the other market 
economies of western Europe and North America. In 1985 
consumer prices in western Europe rose on average by some 5 
per cent; in Greece and Portugal they increased by 19 to 20 per 
cent, in Turkey and Yugoslavia by some 45 and 71 per cent 
(table 2.7.2). Inflation in Spain is now much lower than 
elsewhere in southern Europe, but at about 9 per cent in 1985 
it is still nearly double the average rate for western Europe. 
During 1985 inflation actually worsened in Greece and 
Yugoslavia but in Turkey and Portugal the rate fell between the 
end of 1984 and the end of 1985. 
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TABLE 2.7.1 


Southern Europe: the volume growth of GDP at market prices and the main 
components of demand, 1983-1985 
(Percentage change from previous year) 
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Sources: Commission of the European Communities, Annual Economic Report 1985-86, October 1985; OECD, Economic Outlook, 
Paris, December 1985; Departamento Central de Planeamento (Lisbon), direct communication to the ECE secretariat: Banco de Езрайа, 
Boletin Economico, January 1986; Ое\мег Planlama Teskilati, Yillik Pldn, various issues. Federal Statistical Office of Yugoslavia, 
SaopStenje, Vol. xxxix, No. 500, 27 December 1985, /ndeks, No. 11, 1985 and direct communications to ECE secretariat 


а Contribution to GDP growth 


Inflation rates in southern Europe have been adversely af- 
fected by exchange rate depreciation and by increases in public 
sector prices for goods and services—both important elements 
in programmes designed to reduce current account and public 
sector deficits. In Spain and Portugal wage moderation has 
been an important factor in avoiding a new upward twist in the 
price-wage spiral. In Spain the government established wage 
norms for the public sector and expected the private sector to 
follow suit: real wages actually rose in 1983 but remained more 
or less unchanged in 1984 and 1985. Business confidence 
improved, particularly in the wake of the Signing of the 
Economic and Social Pact, and profits have increased mark- 


edly. Wage moderation and the stability of the exchange rate 
both contributed to the fall in the annual inflation rate by more 
than 2 percentage points. Nominal wage growth has also mod- 
erated in Portugal: real wages fell in 1983 and 1984 (by 5 and 10 
per cent respectively) and continued to fall in the first quarter of 
1985, although for the year as a whole there is little change on 
1984. In addition to wage moderation, falling international 
commodity prices, a slower rate of depreciation of the escudo 
(particularly since the dollar began to fall in February), and 
relatively smaller increases in administered prices have helped 
to lower the inflation rate from about 33 per cent in the middle 
of 1984 to around 20 per cent at the end of 1985. In Greece the 
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TABLE 2.7.2 


EO} т Southern Europe: internal balances, 1983-1985 


Consumer prices (annual change, per cent) 
Greece 


Spain 


Unemployment (per cent of labour force) 
Greece 


Public Sector Deficit (per cent of GDP) 
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Sources: А: Гог 2.7.1 and Banco de Portugal, direct communication to the ECE secretariat; Banco de Bilbao, Situacion, several issues; 
Devlet Istatistik Enstitiisi, Toptan Esya ve Tiiketici Fiyatlari Aylik Indeks Biilteni, various issues, Merkez Bankasi, Yillik Rapor, various 


issues. 
а January-November 1985 over same period of 1984. 
b January-October 1985 over same period of 1984. 


© First half. 
d 
© Officially registered unemployment. 
f Excludes public enterprises. 
Е Banco de Езрайа estimate. 
h Consolidated deficit on cash basis. 


i Net of transfers among public sector units. 


rate of inflation in 1985 was around 19 per cent, some 3 points 
higher than the government’s target for the year. Fiscal and 
monetary policies were expansionary and the effects of a depre- 
ciating currency on domestic prices were amplified by the 
system of wage indexation which has kept the rise in wages 
ahead of prices by about 3 per cent a year. In October 1985 the 
government’s new stabilization programme included a modi- 
fication of the indexation system: from the beginning of 1986 
wages are to be adjusted every four months on the basis of the 
official forecast of the inflation rate net of import prices. The 
government’s aim is to bring about a decline of at least 5 per 
cent in real wages in 1986. 


In Turkey the deceleration of the inflation rate towards the 
end of 1984 was short-lived. Frequent increases in public sector 
prices, the effects of the continued depreciation of the lira (par- 
ticularly on energy prices), as well as the introduction of value 
added tax (at 10 per cent) in January, all helped to maintain a 
rapid rate of increase in consumer prices in 1985. The govern- 
ment’s original target was to lower the inflation rate from 
around 48 per cent in 1984 to 25 per cent, but the outturn for 
1985 was 45 per cent. There was some deceleration during 1985, 
the third quarter rate being some 17 points below that in the 
first quarter; however there was again a deterioration in the 
fourth quarter. 


In Yugoslavia inflation accelerated sharply in 1985, with an 
average annual increase of over 70 per cent. With only a brief 
interruption in 1982, the Yugoslav inflation rate has accelerated 
every year since 1979. Although monetary policy (in terms of 
monetary targets for M1) has been fairly tight, bank credit and 
trade credits extended between enterprises have expanded 
sharply, while cost pressures have been worsened by the de- 
valuation of the dinar. 


Includes estimates of disguised unemployment in agriculture. 


(iv) Employment and unemployment 


The austerity policies followed in most of southern Europe in 
recent years have led to sharp falls in the level of employment 
and rising unemployment rates. Although the measurement of 
unemployment in southern Europe is subject to many qualifica- 
tions which render precise international comparisons difficult, 
it is clear that unemployment rates in most of these countries 
are generally higher than in the rest of western Europe. In Spain 
and Turkey unemployment rates were over 20 per cent in 1985 
and in the other countries of southern Europe the rate was be- 
tween 8 and 11 per cent (table 2.7.2). These figures are not 
internationally comparable: in Turkey, for example, the rate in- 
cludes an estimate of disguised unemployment in agriculture, 
while in Yugoslavia the figure refers only to the officially regis- 
tered unemployed. 


In Spain employment has fallen steadily since 1975, with very 
large declines in industry and the construction sector (employ- 
ment fell by about 25 per cent in these two sectors between 1974 
and 1982). In 1984 employment again fell sharply (some 4 per 
cent), partly because of restructuring in iron and steel, and in 
shipbuilding. Data for 1985 suggest that employment started to 
rise in the second half of the year, owing to the recovery of 
output in the construction sector. 


The unemployment rate has risen steadily from about 3 per 
cent in 1975 to nearly 17 per cent in 1982; it passed the 20 per 
cent mark in 1984 and in the second quarter of 1985 may have 
reached some 22 per cent. There may have been a slight fall in 
the second half of the year. Unemployment among the young is 
particularly high: the rate for youths was nearly 45 per cent in 
1984 and is expected to have risen further in 1985. 


Employment in Portugal fell by 2 and 1 per cent in 1983 and 
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1984, the largest decline (5 and 6 per cent in the two years) being 
in the construction sector. In 1985 the recovery of output may 
at least have checked the decline. The rise in unemployment 
between 1982 and 1984 is smaller (some 1.5 percentage points) 
than might have been expected given the fall in employment. 
This may reflect the aging of the population with a larger 
number of workers retiring, but it is likely that some emigration 
has also occurred. Construction workers, who have been most 
affected by the decline in employment, find it relatively easy to 
find work abroad (albeit not always legally). At the end of 1984 
the unemployment rate was just under 11 per cent but it had 
fallen to 9.6 per cent at the end of 1985. The rate of youth un- 
employment at the end of 1984 was around 25 per cent. 


In Turkey the labour market has been deteriorating since 
1980 and unemployment continued to rise in 1985. With the 
population of working age increasing by about 2.5 per cent in 
1985 and employment falling by some 4 per cent, the unemploy- 
ment rate. is now between 20 and 25 per cent of the labour force. 
(There are no figures for total unemployment in Turkey: the 
available estimates are based on the numbers registered as un- 
employed in the main urban areas.) In Greece the unemploy- 
ment rate in 1984 and 1985 has remained fairly stable at be- 
tween 8 and 8.5 per cent, mainly because of a large increase in 
public sector employment. In Yugoslavia employment outside 
agriculture has been increasing by 2-3 per cent a year since 1980, 
a reflection, to a large extent, of the government’s failure to 
adopt sterner measures against inflation. (Employment in 
agriculture, which accounts for a little over one fifth of the 
labour force, fell by about 13 per cent between 1979 and 1984, 
but appears to have stabilized in 1985.) However, with the 
sharp deceleration in output growth, unemployment has been 
accelerating and the average rate for 1985 is estimated at some 
10 per cent compared with 9.6 per cent in 1984. These figures 
refer to registered unemployment only. 


(v) Current accounts and foreign debt 


In the wake of the second oil shock and influenced by rela- 
tively expansionary policies, the south European countries 
found themselves with very large current account deficits and 
rising burdens of foreign debt. The reduction of these deficits 
was the major policy objective of most of the adjustment pro- 
grammes introduced in the early 1980s and, in general, it is the 
one objective towards which considerable progress has been 
made (table 2.7.3 and chart 2.7.1). Much of the improvement 
occurred on the trade account: imports declined or slowed 
down under the effect of import restrictions and the lowering of 
private consumption and fixed investment, while exports grew 
rapidly (especially in 1984) in response to the recovery in world 
import demand and to gains in competitiveness. The recovery in 
the rest of western Europe has also led to increased tourism 
which has benefited the invisibles account of southern Europe, 
particularly in 1984 and 1985. 


In Spain the current account has improved considerably, 
from a $4 billion deficit in 1982 (2 1/2 per cent of GDP) to an 
annual surplus of almost $3 billion in 1984 and 1985 (1.4 per 
cent of GDP). Data for the first eight months of 1985 show 
some deterioration in the trade balance as exports have weak- 
ened significantly following the slowdown in world demand 
(some of Spain’s major markets, such as the Middle East and 
Latin America, have been especially weak) and imports have 
risen a little in response to the recovery of domestic demand. 
The trade balance improved towards the end of 1985 and the 
current account surplus for the whole year was larger than in 


TABLE 2.7.3 


Southern Europe: current account and foreign debt, 1983-1985 
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Sources: As for table 2.7.2. 

а Banco de Espana estimate. 

b July. 

© Includes IMF loans and foreign exchange accounts in Turkey. 


Ч Interest and amortization as per cent of current account receipts (including private 
transfers). 


1984: income from tourism was up and the outflow of net cap- 
ital income abroad (much of it being interest payments on the 
foreign debt) fell slightly. The improved current account has 
enabled the government to reduce Spain’s foreign debt: at the 
end of 1985 total debt is estimated at about $26.6 billion, $3 
billion less than a year earlier. 109 However, the ratio of debt 
servicing to current receipts, which was about 23 per cent in 
1984, does not appear to have changed in 1985. 


In Portugal the correction of the current account deficit, the 
main policy objective in 1983 and 1984, has been achieved more 
quickly than initially expected: from a deficit of some $3.2 
billion in 1982 (or 13.5 per cent of GDP) the current account 
moved to a small surplus ($98 million) in 1985. As in Spain, 
most of the improvement was on the trade account and reflects 
both the improvement in world import demand and improved 
export competitiveness, on the one hand, and the sharp fall in 
domestic demand and the import surcharge on the other. The 
current account was also helped by increased receipts from 
tourism, especially in 1984, but unlike Spain, Portugal has a 
deficit on the services account and is more dependent on the 
inflow of emigrants’ remittances. These remittances, most of 
which come from western Europe, fell (in dollars) during the 
recession, but there was probably an increase in 1985, partly 
because of the depreciation of the dollar. 


109 ECE secretariat estimates based оп partial data published by 
Banco Central and Banco de Bilbao. 
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Portugal’s foreign debt has continued to rise: at mid-1985 it 
is estimated to have reached some $16 billion compared with 
about $15 billion at the end of 1984. This increase partly reflects 
the depreciation of the dollar since a considerable part of 
Portugal’s debt is denominated in other currencies (mainly west 
European and the yen). The success of its stabilization pro- 
gramme has enabled Portugal to obtain better terms in the 
financial markets and to restructure its debt: the proportion of 
short- term debt in the total has fallen from about 28 per cent in 
1982 to some 18.5 per cent in 1985. However, in spite of the 
improvements in the current account, the ratio of debt service 
payments to current account receipts deteriorated sharply in 
1984 to some 35 per cent: this was mainly because of a bunching 
of repayments of principal, due in turn to the end of a period of 
grace for a large part of the medium- and long-term debt. 


The improvement in Turkey’s current account has been 
under way for some years under the stabilization and liberaliza- 
tion programmes inaugurated in January 1980. In 1985 the 
deficit fell to around $750 million, nearly half that in 1984 and 
the first time since 1974 that it has fallen below $1 billion. 
Despite the phasing out of interest rate and other subsidies, 
merchandise exports increased strongly in 1985 (35 per cent up 
on 1984 in the third quarter), while import growth slowed. 
Turkey has traditionally had a surplus on invisibles—in 19835 it 
increased to some $2 billion, mainly because of increased 
income from tourism and from an increase in emigrants’ 
remittances (the latter encouraged by high real interest rates on 
foreign exchange accounts in Turkish banks). Turkey’s foreign 
debt has risen by about $2 billion a year for the last decade, 
reaching some $23.5 billion 119 at the end of 1985. The propor- 
tion of short-term debt in the total has increased sharply (from 
23 per cent in 1984 to 30 per cent in 1985), mainly because the 
real cost to industry of domestic borrowing was higher than 
borrowing abroad. Interest payments on the foreign debt in 
1985 were about the same as in 1984 (about $1.5 billion), but 
total debt servicing costs rose to about 24 per cent because of 
repayments of principal: Turkey is now facing a hump in its 
debt repayments which will start to level out in 1989. 


In contrast with the other countries of southern Europe, the 
current account of Greece deteriorated sharply in 1985—from 
some $2 billion in 1984 (5.5 per cent of GDP) to an estimated $3 
billion (some 8 per cent of GDP) at the end of 1985. The mer- 
chandise trade deficit increased as export growth slowed (due to 
weaker foreign demand and deteriorating competitiveness) and 
imports accelerated. On the invisibles account only income 
from tourism increased significantly in 1985 (as in 1984): emi- 
grants’ remittances and income from shipping continued to 
decline and debt servicing increased. The deterioration of the 
current account in 1985 was aggravated by leads and lags cau- 
sed by the expectation for much of the year of a devaluation of 
the drachma (it was eventually devalued by 15 per cent in 
October). The deterioration of the Greek invisibles surplus is 
however a longer-run phenomenon: in absolute terms it has 
been falling since 1980, and as a proportion of the merchandise 
trade deficit it has declined from over three quarters in 1978 to 
55 per cent in 1985. The Greek merchant fleet has been heavily 
cut and earnings from shipping were halved between 1980 and 
1985. Emigrants’ remittances also fell by nearly 15 per cent in 
the first half of 1985 (over the first half of 1984)!!! Greece’s 


10 Includes foreign exchange accounts with Turkish banks in 
Turkey. 

и! Another declining inflow in the Greek balance of payments 15 
‘autonomous private foreign capital’, most of it originating from 
Greek citizens overseas. Composed of entrepreneurial capital for 
productive investment, investment in real estate and deposits of foreign 


foreign debt has increased considerably since 1978 and rose still 
further in 1985. At the end of 1984 it was some $12.4 billion !!2 
($4.5 billion in 1978) and by the end of 1985 had reached an 
estimated $15.6 billion or about 40 per cent of GDP. In 1985 
the debt service ratio was just over 19 per cent, slightly lower 
than in 1984. It is estimated by the Bank of Greece that over the 
last ten years, on average, three quarters of foreign borrowing 
has been used for debt servicing. 


Yugoslavia, and Portugal, along with Spain is in current 
account surplus. In 1980 the current account was in deficit by 
about $2.3 billion and moved into surplus ($0.3 billion) in 1983 
and 1984 ($0.5 billion). In the first half of 1985, however, 
imports rose considerably faster than exports and the current 
account was in deficit. But in mid-year a major export drive was 
launched, imports were cut, and for 1985 as a whole the trade 
deficit (in US dollars) is likely to have been some $300 million 
less than in 1984. The invisibles balance has traditionally been 
in surplus although it has fallen sharply in the last five years. 
In 1985 increased income from tourism was offset by higher 
interest payments abroad and a decline in other service income, 
so that the invisibles balance is estimated at some $2.2 billion, 
marginally less than in 1984. The current account surplus for 
1985 is estimated at some $800 million, about $300 million 
higher than in 1984. The current account surplus of the last 
three years has not been sufficient to service Yugoslavia’s 
foreign debt, of about $20 billion, without rescheduling. The 
debt service ratio was about 29 per cent in 1984 and about 36 
per cent in 1985. In September 1985 terms were agreed for a 
multi-year rescheduling of $3.5 billion of commercial bank debt 
falling due between 1985 and 1988. 


(vi) The short-run outlook 


The outlook for GDP growth in southern Europe in 1986 is 
at best for a modest improvement on 1985, and even this will 
not be universal. Aggregate GDP growth for the five countries 
is expected to be around 3 per cent, compared with about 2 per 
cent in 1985. In Greece GDP is likely to fall (by 1/2 to 1 per 
cent) as a result of the latest stabilization programme (of 
October 1985) designed to curb accelerating inflation and re- 
duce the budget and current account deficits. In Spain growth 
of around 2 per cent is forecast and in Portugal 3 to 4 per cent. 
In Turkey GDP is expected to rise by around 5 per cent. In 
Yugoslavia the authorities are aiming for at least 3 per cent 
growth in social product, based on a small improvement in the 
growth of industrial production (to 3 per cent) and a recovery 
of agricultural output. The realisation of these official forecasts 
will largely depend on developments in the main export markets 
of the countries in question. 

Although there may be increasing pressures for still faster 
growth in countries where unemployment is high and rising and 
where real incomes and private consumption have fallen 
sharply in recent years, government policies remain cautious. 
They are designed to preserve the adjustments already made 
and to take into account continuing constraints. The forecasts 
mentioned above generally incorporate modest improvements 
in private consumption (although a sharp fall in Greece), a de- 
celeration in the growth of public consumption, but a marked 
improvement in fixed investment. As for the foreign balance, 


currency in Greek banks, this flow was equivalent to almost 120 per 
cent of the current account deficit in 1978 but for less than two fifths in 
1985. 

112 OECD and BIS estimates, which include foreign exchange 
deposits in Greek banks as well as military debt, put the total at $18.7 
billion at the end of 1983. 
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the volume growth of exports of goods and services is expected 
to be matched or exceeded by the growth of imports: 
consequently there will be no significant support to growth 
from net exports (except in Greece). Current account deficits 
are likely to be reduced in Greece and Turkey; in Spain and 
Yugoslavia larger surpluses are forecast. Portugal expects a 
deterioration (to some $0.7 billion) in the current account 
deficit as a consequence of a faster growth of domestic 
demand. 


Economic policies in southern Europe will in general remain 
fairly restrictive in 1986: inflation and the balance of payments 
are the principal concerns and the outlook offers little hope for 
an improvement in the unemployment situation. Inflation rates 
should fall in most of southern Europe in 1986 but rates are ex- 
pected to remain in double digits (except in Spain) and very 
much higher than in the rest of western Europe. The average 
annual rate of increase in Greece is likely to be higher than in 
1985, mainly as a result of the 15 per cent devaluation in 
October 1985—the effects should taper off during the year with 
the inflation rate down to some 16-17 per cent by end-1986. In 
Spain and Portugal the introduction of value added tax will 
raise prices in the early part of 1986 and this could check the 
decline in their inflation rates. The inflation rate in Turkey is 
targeted at 25 per cent, as in 1985. In Yugoslavia the official ob- 
jective is to halve the rate of inflation to about 40 per cent. Un- 
like the rest of western Europe, inflation thus remains a major 
problem in the south European countries. 


In Spain, where short-run adjustment has been relatively suc- 
cessful, priority is still given to the control of inflation and the 
preservation of external balance: fiscal and monetary policies 
remain tight while efforts are made to improve corporate profi- 
tability and private investment. Although Portugal adopted a 
relatively expansionary stance (in November 1985), policy is 
conditioned by the need to avoid endangering the progress 
made towards internal and external balance: the main policy 
objectives are lower inflation and an upturn in fixed invest- 
ment. In Greece 1986 will be a,year of austerity as the govern- 
ment tackles the central problem of inflation by substantially 
reducing the rate of growth of wages and by reductions in the 
public sector deficit. The control of the public sector is a con- 
tinuing problem in Turkey: in 1986 new and increased taxes will 
be used to boost government revenues, since further scope for 
holding back public expenditure is limited. The export-oriented 
policies of the Turkish government will continue, although the 
depreciation of the exchange rate (as in the rest of southern 


Europe) is a source of pressure on the domestic inflation rate. 
Policy makers in Yugoslavia are faced with considerable 
problems of internal imbalance. The authorities have set 
ambitious targets for 1986: they are seeking a faster rate of 
output growth, increased employment and productivity, a re- 
duction in the trade deficit, a larger current account surplus and 
a sharp fall in the rate of inflation. Progress towards these ob- 
jectives will depend greatly on the implementation of economic 
reforms. At the end of 1985 legislation to complete the first 
phase of the long-term stabilization programme, adopted in 
1983, was passed and the medium-term development plan for 
1986-1990 was approved. 


Although the austerity programmes of the last few years 
have been successful in reducing or eliminating the huge 
external deficits that followed the second oil shock, the 
current account remains a constraint on faster growth in 
most of southern Europe. In 1986, it is true, there are a 
number of factors which should continue to favour the 
growth of export earnings: world import demand should 
grow by some 4 to 5 per cent, and continued growth in 
western Europe should lead to higher income from tourism 
and an increase in emigrants’ remittances; and for some 
countries the improvements in competitiveness should carry 
forward into 1986. But structural bottlenecks in southern 
Europe mean that growth generally has a high (and relatively 
inelastic) import content: this is true of investment and 
maybe intermediate goods, especially energy, and even food 
in the case of Portugal. Moreover the collapse of fixed in- 
vestment in southern Europe ИЗ implies that little progress 
has been made in eliminating these bottlenecks: the area’s 
vulnerability to external shocks is still very great. 


Given the rapid growth of exports in the last three years and 
the fall in fixed investment, it is likely that the scope for further 
increases in south European exports, particularly of manufac- 
tures, is not very large. In the circumstances described, a signi- 
ficant improvement in south European growth rates would 
seem to imply some deterioration of their current accounts: 
how far this could go would very much depend on whether the 
international banks and other holders of south European debt 
will interpret such a deterioration as a prelude to higher invest- 
ment. 


13 Gross domestic fixed capital formation in southern Europe in 
1985 was about 22 per cent below the level of 1979 (in Yugoslavia the 
fall was over 40 per cent). 
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2.8 MONETARY POLICY IN THE 1980s IN THE LARGER MARKET ECONOMIES 


Introduction 


The changes in monetary policy since the late 1970s, which 
are the subject of this note, should be considered against the 
background of developments in the environment in which such 
policy has had to operate. In particular, there has been a wide- 
spread reconsideration of the case for /aissez-faire, in the sense 
of a questioning of whether previously accepted exceptions are 
useful. Many service industries (e.g., transport) which pre- 
viously had been thought to require state regulation have be- 
come candidates for deregulation and, in particular, virtually 
all financial services have been subject to close scrutiny from 
this point of view. The traditional view of financial services is 
that they require strict regulation to prevent imprudence and 
fraud, to impose specialization (and thereby to prevent possible 
conflicts of interest), to prevent an excessive expansion of credit 
and to control international capital movements. All these argu- 
ments for regulation are now disputed. This change in the intel- 
lectual climate has been seized on by banks and security traders 
as support for the abolition of regulations which they have 
come to consider as detrimental to their interests. 


There is also a widespread feeling that unemployment, rather 
than inflation is the major problem for economic policy. This 
has diminished somewhat the popular appeal of monetarism, 
which in the 1970s had been seen primarily as a remedy for infla- 
tion. There has subsequently been a revival of interest in 
Keynesian remedies for unemployment. Although monetarism 
was never embraced whole-heartedly in official circles (partly 
because its prescription of simple rules, as against discretion, 
diminished the role of officals), the monetarist approach com- 
manded respect in the 1970s in that it was correct in foreseeing 
inflation. But the reputation of monetarist forecasters did not 
survive very far into the 1980s in either of the countries (the 
United States and the United Kingdom) where its influence had 
been greatest. '!'4 The standing of monetarism was further in- 
fluenced by the fact that the policy of leaving the exchange rate 
to be determined by market forces, as applied by the United 
States and, for a short period by the United Kingdom, led to 
considerably bigger swings in real exchange rates than had been 
anticipated. 


The five countries to be considered in this note (France, the 
Federal Republic of Germany, Italy, the United Kingdom and 
the United States) have much in common from the point of 
view of monetary policy. They are all big industrial countries 
and all members of the ‘‘Group of Ten’’; they are also members 
of the OECD’s Working Party No. 3 and their central bank 
Governors meet in Basle each month. All five accept the obliga- 
tions of the IMF’s Article VIII, and hence are committed not to 
impose exchange controls on current account transactions. 


114 “Tn the autumn of 1983, prominent monetarist economists fore- 
cast that the (US) economy would move into recession in the first half 
of 1984 and that the inflation rate would accelerate sharply in the 
second half. In the annals of economic forecasting there can be few 
forecasts with such large misses’, Frank Е. Morris, ‘“‘Rules plus 
Discretion in Monetary Policy’’, New England Economic Review, 
Sept/Oct 1985, p. 6. Mr. Morris is President of the Federal Reserve 
Bank of Boston. In the United Kingdom, the monetarists’ forecast of 
continuing rapid inflation in the 1980s, based on the rapid growth of 
the money stock, was discredited by the actual course of events. 


Moreover, in all of them, monetary policies include published 
targets for the growth of one or several monetary aggregates. 


Yet alongside these important similarities there are also dif- 
ferences, especially between the United States, the United 
Kingdom and the Federal Republic of Germany on the one 
hand, and France and Italy on the other. The former three have 
in common the following features which differentiate them 
from the latter two: 


(1) all three have dispensed with exchange controls on capital, 
as well as on current transactions, and with other regulations 
having equivalent effect; 


(2) in consequence, they no longer impose seriously restric- 
tive regulations on banks and financial markets, lest this should 
drive business off-shore, and in any case they are all firmly 
committed to deregulation; 


(3) they have no commitment to exchange rate parities be- 
tween their respective currencies; 


(4) their currencies are in widespread international use, both 
as reserve currencies and also in the private sector; and 


(5) their central banks and governments have all opted to 
support the development of the international business of their 
respective financial centres and have been prepared to tolerate 
the consequential exposure of their currencies to considerable 
speculative pressures in the foreign exchange market. 


France and Italy, on the other hand, have in common their 
retention of controls on international capital movements and 
their membership of the EMS Exchange Rate Mechanism (the 
ERM). They also have greater recourse, especially in France, 
to regulations imposed on banks for the implementation of 
monetary policy. 


The Federal Republic of Germany is of course also a member 
of ERM, but her role in the mechanism has to be distinguished 
from that of her partners. Although all the ERM members fre- 
quently intervene in dollars, the responsibility for a common 
dollar policy is very much delegated to the Federal Republic. 
The dollar/DM market is by far the largest dollar market in the 
ERM area and, at present, there is no practical alternative to in- 
direct co-ordination of ERM members’ dollar exchange rates 
through the Bundesbank. 


This view of the Federal Republic of Germany’s role in the 
ERM is supported by the fact that the Federal Reserve ne- 
gotiates with the authorities in the Federal Republic on matters 
relating to the dollar/DM exchange rate as though the dollar 
value of the DM were a proxy for the dollar value of the ERM 
currencies as a whole. Moreover the Bundesbank has a special 
relationship with the Federal Reserve in that not only does it use 
the US dollar as its main intervention currency, but the Federal 
Reserve reciprocally uses the DM as its main intervention cur- 
rency. On the other hand the closer relationship with France in 
the last few years may suggest some change in the Federal Re- 
public’s priorities as between her exchange rate with the dollar 
and her commitment to minimizing changes in ERM parities. 


The criteria by which the five countries discussed here may be 
divided into two groups were less clear-cut in the 1970s: 
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(1) the United States had strict regulations on capital 
outflows until January 1974 and the United Kingdom until 
October 1979, while up to March 1981 the Federal Republic still 
regulated capital inflows, initially imposed to moderate the 
flight from the dollar into the DM in 1978 and 1979; 


(2) deregulation in the United Kingdom is a phenomenon of 
the 1980s: as recently as 1979 there were extensive regulations 
(none now in operation) imposed for monetary policy 
purposes. !!5 In the United States also, deregulation began in 
earnest only in the 1980s. The Depository Institutions 
Deregulation Act of 1980 provided for the phasing out of the 
Regulation Q ceilings on deposit rates, the Credit Control Act 
of 1979 was not invoked as from July 1980, the Monetary 
Control Act of 1980 greatly simplified the reserve ratios 
imposed on banks, 16 while the authorization of International 
Banking Facilities in 1982 exempted US banks from virtually all 
monetary- policy regulations so far as international transac- 
tions are concerned. !!7 In the Federal Republic of Germany the 
Bundesbank has never imposed quantitative ceilings on bank 
lending, but up to 1967 interest rates were subject to admi- 
nistrative controls. Before the mid-1970s its traditional 
instruments of liquidity management were variations in min- 
imum reserve ratios and rediscount quotas, but subsequently 
both instruments were used less frequently: И8 instead, there 
was increased reliance on official transactions in securities and 
on lending through the Lombard window and in the interbank 
market; 


(3) membership of the EEC exchange rate arrangements (the 
“*snake’’ in 1972-1979 and the ERM subsequently) has not been 
constant. On the one hand France and Italy, though now 
strongly committed to the ERM, left the ‘‘snake’’ arrangements 
on several occasions. On the other hand the United Kingdom 
was temporarily a member of the ‘‘snake’’ in 1972 but is not at 
present a member of the ERM. 


These remarks emphasise the fact that monetary policy can 
change rather rapidly, in respect both of its objectives and of 
the instruments by which these objectives are pursued. The fol- 
lowing subsections attempt to identify the main developments 
in the first half of the 1980s, bearing in mind that they manifest 
themselves unevenly between the five countries being consid- 
ered, and especially between the United States, the United 
Kingdom and the Federal Republic of Germany on the one 
hand and France and Italy on the other. 


(i) Policy objectives 


The policy objectives pursued by monetary authorities are al- 
most always specified in terms of intermediate objectives, such 
аз monetary aggregates, interest rates and exchange rates; 
hence the evolution of monetary policy in different countries 
has to be described in terms of such objectives, rather than 
ultimate objectives such as growth or economic welfare. 


15 The main change in United Kingdom arrangements was made by 
the Bank of England on 20 August 1981. For a list of the new arrange- 
ments see Midland Bank Review, London, Summer 1982, p. 21. A list 
of the previous regulations, one of which, relating to instalment credit, 
survived until July 1982, is given in Midland Bank Review, Summer 
1979, р. 16. 


16 Зее Federal Reserve Bulletin, November 1981, table А.8. 


'!? The IBF arrangements were of minor significance; they merely 


permitted the US banks to do in New York (and other US centres) what 
they had for many years been doing off-shore. 

"8 Dr. Hermann-Josef Dudler, in Paul Meek (ed.), Central Bank 
Views on Monetary Targeting, Federal Reserve Bank of New York, 
1983, p. 19. 


Since the late 1970s, the changing emphasis on different 
intermediate objectives has had two main aspects: 


(1) the de-emphasizing of commitments to published targets 
for monetary aggregates, in favour of increased discretion by 
the monetary authorities to react to prevailing circumstances on 


the basis of their diagnosis of the current situation; 


(2) the increased readiness of monetary authorities to be 
guided in their decision-making by the prices registered in the 
financial markets (especially by interest rates and exchange 
rates) no less than by the level of monetary aggregates. 


(a) Monetary targets and alternative objectives 


The Federal Republic of Germany has traditionally adopted 
a pragmatic attitude to targeting monetary aggregates. In 
evidence to a British Parliamentary committee on 25 October 
1982, Dr. Otmar Emminger, then recently retired from the 
Bundesbank, said: 


‘“‘We have never believed that one could be a slave of 
monetary targets over a short period, say three months or six 
months, or even one year, if other very important considera- 
tions come into conflict with that. So, we have played it in such 
a way, for instance, that (to give a concrete example) when the 
change in exchange rates seemed to damage our domestic 
economy or our stability and so on, then we looked more to the 
change in exchange rates than to the money supply. However, 
we always tried not to get too far away from our monetary 
tangetewerc os 


A change in United States targeting procedures was decided 
upon at the February 1983 meeting of the Federal Open Market 
Committee (FOMC) and arose from the legal authorization in 
1982 of money market deposit accounts (MMDAs) and the in- 
troduction in January 1983 of SuperNOW (Notice of With- 
drawal) accounts with interest at market rates but with un- 
limited checking facilities. Both these developments were 
thought by the FOMC to distort the recorded totals of the Fed- 
eral Reserve’s key monetary aggregates, M1 and M2, and this 
was held to justify much more flexible targeting procedures. 120 
However, there is evidence that the United States authorities 
had already recognised in 1982 the risks inherent in a rigid 
adherence to money-stock targets. 121 Also a change made in the 
autumn of 1982 in open market dealing procedures made policy 
more discretionary. !22 


19 Minutes of Evidence (Q.820) of the House of Commons Treasury 
and Civil Service Committee, HMSO, 15 March 1983. 


120 On the background to these changes see Federal Reserve Bank of 
Kansas City, Economic Review, December 1983, pp. 15-17. 

121 As the President of the Federal Reserve Bank of Boston recently 
explained: ‘п three out of the past four years, the FOMC has either 
set aside the М1 target (1982) or rebased the target on the second 
quarter level (1983 and 1985). Only in 1984 did the original target set 
for M1 prove to be compatible with a reasonably acceptable outcome 
for the nominal GNP. This fact speaks volumes about the suitability of 
МГ! as a target for monetary policy’’, Frank Е. Morris, New England 
Economic Review, Sept./Oct. 1985, p. 6. 

122? After the volatility of the period October 1979 to the fall of 1982 
the automaticity of reserve-targeting was greatly reduced. ‘‘Changes in 
overall reserve positions of depositing institutions since the fall of 1982 
largely have reflected deliberate policy judgements rather than an 
automatic response to deviations of monetary aggregates from present 
target paths’’, Henry Wallich, ‘“‘Recent Techniques of Monetary 
Policy’’, Federal Reserve Bank of Kansas City, Economic Review, May 
1984. See also Brian Tew, Federal Reserve Open Market Operations, 
Loughborough University Banking Centre Research Paper No. 17, 
September 1985. 
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The United Kingdom authorities seem to have lost 
confidence in the chosen monetary aggregate for targeting 
purposes, sterling M3, even before the Federal Reserve ques- 
tioned theirs. In 1979 M3 was racing ahead of its targeted 
upper limit and the authorities reacted by raising money mar- 
ket rates—eventually, on 15 November, to a record 17 per 
cent. But although M3 continued to grow well above its 
target in 1980, monetary stringency was relaxed and money 
market rates allowed to decline. As the Chancellor of the 
Exchequer subsequently explained (15 July 1985) to a Parlia- 
mentary Committee: 


“Right from the word go, sterling МЗ behaved in a way 
which obliged us, as I made clear on previous occasions before 
this Committee, to take decisions on interest rates which clearly 
were not warranted by looking at sterling M3 alone. That was 
particularly the case in 1980 and 1981.’? 123 


As early as October 1980 the Governor of the Bank of 
England was de-emphasising the role of МЗ. !24 The United 
Kingdom authorities reacted to the misbehaviour of M3 by 
experimenting with other monetary aggregates. In the United 
Kingdom budget of 1982 the target range for M3 was raised 
from 6-10 per cent to 8-12 per cent and made to apply also to a 
smaller aggregate M1 and a larger aggregate РУГ.2. 125 The 
widespread reaction of the financial markets to the adoption of 
three targets was that none of them was henceforth to be taken 
very seriously, and this view was reinforced in 1984 when the 
M1 and PSL2 targets were dropped and yet another target, MO 
(effectively, the outstanding stock of banknotes), was in- 
troduced. 


Along with the diminishing reliance placed on monetary ag- 
gregates in the United Kingdom came an increasing concern for 
the sterling exchange rate. In September and October 1981 the 
Bank of England intervened in the money market to raise inter- 
est rates by some 4 percentage points, in a successful attempt 
to hold the sterling exchange rate against selling pressure in 
the market. Something similar may have happened on 26 
November 1982 and 12 January 1983, but in these cases the 
initiative was taken by the clearing banks and the Bank of 
England followed. There were similar episodes in May and July 
1984: in July the clearing banks raised their base lending rates, 
in two stages, from 9.4 per cent to 12 per cent, increases which 
were endorsed by the central bank. By the beginning of 1985 
short- term rates had eased to 9 1/2 per cent, but a weakening 
pound provoked а rise of one per cent ш base rate оп 11 Jan- 
uary—a rise which was later endorsed by the Bank of England 
by an equivalent increase in the rate on its own money market 
transactions. Then on 14 January the Bank increased rates to 12 
per cent, and a further rise to 14 per cent followed on 28 
January. 


123 Minutes of Evidence (Q.299) of the House of Commons Treasury 
and Civil Service Committee, HMSO, 22 July 1985. This quotation 
shows that the Chancellor, Mr. Lawson, had lost faith in M3 long be- 
fore his Mansion House address on 17 October 1985. 

124 In his speech on 16 October 1980, the Governor suggested the 
need to avoid attaching undue importance to short-term developments 
in any single monetary aggregate: ‘‘... it is sounder to take into 
account, as we in fact do, the underlying developments both in the 
aggregates as a whole and in the real economy’’. See Midland Bank 
Review, Spring 1981, p. 13. 

125 М] is notes and coins in circulation with the public p/us United 
Kingdom private sector sterling sight deposits with banks in the United 
Kingdom; PSL2 consists of M3 (excluding deposits with original 
maturity of less than two years) plus the United Kingdom non-bank, 
private sector’s holdings of: Treasury and bank bills, deposits with 
local authorities, certificates of tax deposit, most building society 
shares and deposits, and short-term National Savings certificates. 


It is therefore clear that since the latter part of 1981 the 
United Kingdom authorities have been prepared to adjust the 
stance of their monetary policy so as to support the exchange 
rate, more or less irrespective of the growth of the money stock 
in relation to its target. In his budget speech on 19 March 1985 
the United Kingdom Chancellor of the Exchequer displayed 
little confidence in either MO or £M3, and said that he had ‘‘ге- 
peatedly argued that it is necessary to take the exchange rate 
into account in judging monetary conditions. There is no 
mechanical formula which enables us to balance the ap- 
propriate combination of the exchange rate and domestic mon- 
etary growth to keep financial policy on track. But a balance 
still has to be struck ...”’ 


In considering the use of monetary and/or credit targets in 
France and Italy it has to be remembered that such targets are 
of only secondary importance in these countries, as their 
adherence to ERM parities since 1979 has mainly determined 
the setting of their monetary stance, more or less irrespective of 
the behaviour of their monetary aggregates in relation to their 
targeted values. 


In the case of France, financial innovations have made it in- 
creasingly difficult to interpret conventionally defined mon- 
etary aggregates, including the preferred M2R (cash in circula- 
tion plus French residents’ sight and deposit accounts). To deal 
with this problem the preferred target variable, as from 1986, 
will be M3, which includes deposits held with the large, state- 
controlled savings bank network and deposits with mutual 
funds. Though M3 will henceforth be the target variable, the 
authorities will also monitor the narrower aggregates M1 and 
M2, as well as a wider measure of liquidity, L. 


The Italian target variables are total domestic credit 126 and 
the monetary aggregate M2 (currency in circulation plus bank 
deposits). M2 was chosen as the best money-stock target be- 
cause in Italy it is difficult to identify M1 (transactions bal- 
ances) since traditionally all bank deposits are interest-bearing. 
Moreover the Italian M2 (like the British M3 and the French 
M2R) has the advantage of being readily reconcilable, statistic- 
ally, with the sum of bank credit extended to the public and 
private sectors. The only alternative to M2 for targeting 
purposes in Italy would have been the wider concept M3 which 
(like the British PSL2 and the French L) purports to take in al- 
most all assets of a high degree of liquidity. However, though 
the Italian M3 is monitored, it is not used as an official target. 


The Italian M2, like monetary aggregates in other countries, 
has been distorted by financial innovation: in particular the 
ratio of M2 to GDP fell sharply between 1979 and the first half 
of 1982, since when it has been more stable. 


To summarize the discussion so far: the de-emphasising in 
the 1980s of commitments to published targets for monetary ag- 
gregates arose from two main considerations: 


(1) it became increasingly difficult for monetary authorities 
to find a target variable (and in particular a monetary aggregate 
on any definition of ‘‘money’’) which they were prepared to 
rely on as a measure of the stance of monetary policy (and es- 
pecially as a reliable measure of inflationary pressure). The 
shortcomings of monetary targets were frequently attributed to 
financial innovation, but this may not be the sole explanation; 


(2) concern for the stance of monetary policy often had to 
take second place to the concern for the exchange rate. This has 


126 Total domestic credit is the total of lira credit extended by banks 
and specified institutions (in particular the Special Credit Institutions) 
to both the public and private sectors. However, credit afforded via a 
number of financial instruments is excluded. 
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been true in the 1980s of the Federal Republic of Germany, the 
United Kingdom, France and Italy, and (as will be discussed be- 
low) it came to be true also of the United States in 1985. 


(b) Interest rates as intermediate objectives 


Official transactions in the financial markets, which have 
become the main policy instrument by which central banks seek 
to keep the growth of the money stock close to its target path 
are, at the same time, the main instrument available for in- 
fluencing the exchange rate. In both cases the transmission 
mechanism by which the instrument achieves its objective is 
largely via the level of money market interest rates. Low rates 
(achieved by central bank purchases of assets or by money- 
market lending) serve both to encourage the growth of the mo- 
ney stock and to depress the exchange rate, and vice versa: this 
is why, when central banks give lower priority to achieving their 
money-stock targets, one of their reasons for doing so is fre- 
quently that the focus of their attention has shifted to the ex- 
change rate. The transmission mechanism they rely on forces 
them to choose between a level of interest rates which would 
achieve the money-stock target and a level which would prevent 
an unacceptable under- or overvaluation of the exchange rate. 


Nor is the choice between the money-stock and the exchange 
rate the only dilemma, since there are other variables which 
may be influenced by the level of interest rates. For example, in 
all five countries under consideration, the authorities (since 
about 1982) have accepted with obvious reluctance the con- 
straint which either the excessive pace of their monetary growth 
or the weakness of their exchange rate has imposed on their 
ability to reduce the level of interest rates. They would have 
liked lower interest rates for a variety of reasons, including, for 
example, to help home-buyers and the depressed construction 
industry; to reduce industrial costs; to relieve the debt service 
burden on borrowers, especially the developing countries, and 
hence diminish the risk of default (this has been especially 
important in the United States and the United Kingdom); and 
to rescue from insolvency financial intermediaries which had 
imprudently borrowed short and lent long (this has been 
especially important in the United States). 


(ii) Instruments of monetary policy 


(a) Exchange controls 


As already noted, the United States and the United Kingdom 
have not used exchange controls, or other regulations with 
equivalent effect, in the 1980s; nor has the Federal Republic of 
Germany since March 1981. However France and Italy still 
maintain controls on capital outflows, which they use as instru- 
ments of monetary policy insofar as they tighten the controls 
when they have balance-of-payments difficulties, as at the time 
of the realignment of ERM parities in March 1983. Controls are 
relaxed once the difficulties are over, as in December 1984, for 
example, when depleted foreign currency reserves had been 
restored. !27 


(b) Regulations on banks 


Although in the 1980s the deregulation of banking has 
proceeded in all industrialized countries, the starting-point and 
the pace of change have varied. !28 


127 See Federal Reserve Bank of 
Spring 1985, p. 66. 

128 See Bank for International Settlements, 
June 1985, p. 71. 


New York, Quarterly Review, 


Annual Report, No. 55, 


The following outlines the position in the five countries 
with which this note is concerned, with respect to the dif- 
ferent types of regulation imposed on banks for monetary 
policy purposes. 


Reserve ratios 


Reserve ratios require that each bank should hold high- 
powered money !29 (and sometimes other specified liquid in- 
struments, such as Treasury bills) amounting to some min- 
imum percentage of some specified item on its balance sheet 
(usually its deposit-liabilities). The purpose is to ensure that 
any expansion of the banking industry’s aggregate balance 
sheet automatically increases the demand for high-powered 
money and thereby bids up short-term interest rates, unless 
the central bank chooses to accommodate the increased de- 
mand by money-market lending or by buying financial instru- 
ments of one kind or another. The United States, the Federal 
Republic of Germany, France and Italy all use reserve ratios 
for this purpose; however the United Kingdom ceased to 
do so as from August 1981 and the Federal Republic of 
Germany may conceivably follow the United Kingdom’s 
example. 130 


In addition to serving their ostensible purpose, reserve 


ratios have two side-effects: 


(1) like all other regulations imposed specifically on banks, 
they impose a handicap on banks in competing for business 
with nonbanks (which is generally taken to be an undesirable 
side-effect); 


(2) they provide a captive market for public sector liabili- 
ties (which, in the period under consideration in this paper, 
has not been a desired side-effect except in Italy, where its 
importance in the eyes of the central bank is shown by the 
high level of the reserve requirement). !3! 


Monetary authorities which impose reserve ratios can use 
them as a fixed fulcrum—with the ratio remaining constant 
through time—or can at their discretion increase the ratio to 
engineer a shortage of bank reserves (or diminish the ratio to 
relieve a shortage). The Federal Reserve has powers to vary 
the reserve ratio but does not use them. The Bundesbank has 
similar powers but has not used them since October 1982. 132 
However the central banks of Italy 133 and France both still 
regard themselves as free to change reserve ratios. 


129 High-powered money means the quick liabilities of the central 
bank. 


130 It has been reported that the Bundesbank, in response to the 


commercial banks’ pressure to reduce drastically the imposed reserve 
ratios, has promised in “а few months’’ to relax these ratios, al- 
though by a lesser amount than the banks had hoped for. See the 
Financial Times, 20 December 1985. 

31 “‘The pressures that public finances exert on the growth in 
monetary base are impairing the compulsory reserve instrument’s 
function as a stabiliser of money creation. In these circumstances a 


high reserve ratio is an indispensable corrective.’ (Banca d’ Italia, 
Annual Report 1984, p. 149). In addition to imposing a high reserve 
ratio, the Italian authorities imposed, as from 1973, a “‘securities in- 


vestment requirement for banks’’, requiring them я hold а рге- 
scribed percentage of public sector debt. This percentage was at one 
time as high as 30 per cent, but was somewhat reduced in 1978 and 
very greatly reduced in 1983 (Banca d’Italia, Annual Report, 1983, 
pp. 82, 83). 


132 But see footnote 130. 


133 With the ending of credit ceilings in Italy in 1983, the Italian 
authorities felt they would need to rely even more on their ability to 
raise their reserve ratios—which were in fact raised at end 1982. 
(OECD, Economic Outlook, Paris, July 1983). 
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Balance sheet ratios discouraging the growth of individual 
banks 


With the text-book kind of imposed reserve ratio, the dis- 
tribution of high-powered money between individual banks is 
determined by market forces (i.e., by the rise or fall of interest 
rates) rather than by administrative decisions taken by the mon- 
etary authorities. However, reserve ratios become discrimi- 
natory (in the sense of penalising banks for improving their 
market share) when they are prescribed not as a fixed per- 
centage, but instead as an increasing function of the balance 
sheet item to which it is related. For instance, the reference 
ratio may be a relatively low percentage so long as a bank’s de- 
posits (or advances) do not exceed their total at some specified 
base date, but a higher percentage on any additional deposits 
(or advances). All five countries discussed here have had re- 
course to such devices, !*4 but only in France and Italy have they 
remained in operation since 1980. In France, the system in- 
troduced in 1985 provides for reserve ratios to rise steeply in re- 
lation to the credits granted by each individual bank. 135 In 
Italy, the banks have been subject in the 1980s to a higher re- 
serve ratio on new deposits; 136 and the differential was indeed 
increased in 1983. 137 


Credit ceilings 


Another form of regulation which discourages banks from 
competing for business is the credit ceiling, imposed to limit 
each bank’s lending in total or to a specified category of bor- 
rowers, such as the private sector. The Bundesbank has never 
imposed credit ceilings, but the Bank of England did until 1971 
and the US authorities temporarily imposed a 6-9 per cent 
target range on bank lending as part of their deflationary pack- 
age of 18 March 1980. 


In Italy the credit ceilings introduced in 1973 were abolished 
in July 1983 and the credit guidance which succeeded them was 
terminated in December 1983; !38 By then ‘‘the long series of 
measures to develop a money market in Italy [had] made it 
possible to manage money and credit predominantly by indirect 
means’’ !39—that is, by the management of the supply of, and 
demand for, high-powered money. 


In France, the system of encadrement du crédit, introduced 
in 1973, was discontinued at the end of 1984, to make way for 
the simpler (though apparently not less strict) régime described 
in the 1984 Annual Report of the Conseil National de 
Crédit. 140 


Qualitative regulations on bank lending 


Sometimes regulations are introduced with the intention of 
controlling not only the amount, but also the composition, of 


134 The UK ‘‘corset’’, which was such a device, was discontinued in 
1980. The US marginal reserve requirement, imposed in October 1979, 
was discontinued in July 1980. The Bundesbank imposed reserve re- 
quirements on increases in domestic liabilities for a limited period in 
1970, but not subsequently; however, on liabilities to non-residents, 
such arrangements persisted until 1980, as part of the Federal Re- 
public’s restrictions on capital inflows. 

135 For a brief description of the new arrangements, see Bank for 
International Settlements, Annual Report, No. 55, June 1985, p. 72. 
For details, see Conseil National de Crédit, Rapport Annuel, 1984. 


136 OECD, Economic Outlook, Paris, July 1981. 

137 Banca d’Italia, Annual Report 1984, p. 76. 

138 Bank for International Settlements, Annual Report, No. 55, 
p. 67. 

139 Banca d’Italia, Annual Report 1984, p. 148. 

140 See footnote 135 above. 


bank lending. In this case separate ceilings are imposed on lend- 
ing to different categories of borrowers, as with the French en- 
cadrement du crédit, and also with the Italian ceilings, at any 
rate up to the end of 1981. 


Alternatively, lending to different categories of borrowers 
may be differentially penalized by the imposition of lower re- 
serve ratios on lending to high priority borrowers. Such an ar- 
rangement has existed in France since the encadrement du 
crédit was replaced in January 1985. Preferential transactions 
include exports and low-interest housing loans. Nevertheless, 
the general move is away from such differential treatment. !4! 


Interest rate ceilings 


Imposed ceilings on interest rates paid or charged by banks 
have not been used in the Federal Republic of Germany since 
1967 or in the United Kingdom since 1975. In the United States, 
the Depository Institutions Deregulation Act of 1979 provided 
for the phasing out of the Regulation Q ceilings on deposit 
rates; only a small range of deposits is still covered by this 
regulation. In Italy, since the war: 


““... the Central Bank preferred not to avail itself of its power 
to impose ceilings on rates on deposits, but there were forms of 
self-regulation of rates on funds raised by the banks, attempts 
which were given up in the first half of the 1970s.’’ 142 


In France, both the borrowing and lending rates of banks are 
regulated by the Conseil National du Crédit, and so far no 
move has been reported to discontinue this arrangement. 


(c) National debt management 


In the United States and the Federal Republic of Germany, 
where the central banks are independent, de facto as well as de 
jure, monetary policy and national debt management are in dif- 
ferent hands. In consequence, the central banks tend to take the 
view that the banking system has no responsibility to meet the 
government’s borrowing needs, while on the other hand the 
government has no responsibility to manage the national debt 
in a way which helps to implement monetary policy. The central 
banks of both countries are of course concerned about the total 
amount of bank lending, but how the total is distributed be- 
tween the public and private sectors is left for the commercial 
banks to decide on commercial criteria. 


This contrasts with the position in the United Kingdom, 
France and Italy, where monetary policy and national debt 
management are seen as interrelated, with the banking system 
accepting responsibility for meeting the government’s residual 
borrowing requirement and the government accepting, at least 
in principle, the responsibility to avoid abusing this facility 
(that is, accepting the responsibility to sell as much of its debt as 
possible to non-bank investors). The tactics employed by the 
governments are various, but very largely they amount to 
issuing government debt on terms and conditions which make it 
especially attractive to non-bank holders. This means not only 
offering attractive yields and popular maturities, but also tax 
concessions, indexing in various ways, permitting bearer stock 
certificates, and so оп. 143 


141 See OECD, Economic Survey, France, Paris, July 1985. 

142 Franco Cotula, ‘‘Financial Innovation and Monetary Control in 
Italy’, Banca Nazionale del Lavoro, Quarterly Review, September 
1984, p. 227. 

143 See Brian Tew, Monetarising Government Debt, Loughborough 
University Banking Centre Paper No. 19, November 1985. 
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Both the United Kingdom and France have had problems in 
avoiding excessive monetization of government debt, but by the 
1980s they were no longer acute. In the case of Italy, there had 
been a change in national debt management policy in 1976, 
when Treasury bills (Buono Ordinario del Tesoro) were for the 
first time issued to the non-bank public, with high liquidity and 
an attractive yield. The Italian government also issued, as from 
1977, floating rate medium-term paper (Certificato di Credito 
del Tesoro) which, enjoyed tax exemption. This new govern- 
ment paper was well received, and presumably reduced the 
monetization of government debt below what would otherwise 
have occurred. !44 However, the problem of excessive monetiza- 
tion could not be satisfactorily tackled so long as the Bank of 
Italy undertook the obligation to be the buyer of last resort for 
unsold Treasury bills. This obligation remained operative until 
July 1981. 


(d) Fiscal policy 


In the 1970s the respective roles of monetary and fiscal policy 
in all five countries came to be viewed in the perspective of 
monetarist theory. It was widely accepted either that fiscal 
policy had no role at all in determining employment and the 
price level or that its role was to serve as part of the monetary 
mechanism. More particularly, government borrowing was re- 
garded as undesirable on account of its monetary effects: if the 
borrowing was from the banks, it would produce an undue ex- 
pansion of the money stock; but if it was from non-banks, it 
would bid up interest rates and crowd out private sector ex- 
penditure on goods and services. 


This view however, was not consistent with the big rise in the 
Federal budget deficit in the United States from 1982, although 
in 1985 steps were taken to cut the deficit progressively over the 
next few years. This massive boost to effective demand in the 
United States between 1982 and 1985 was undoubtedly success- 
ful in promoting non-inflationary growth. The experiment was 
successful not merely for its effect on the US economy, but also 
in promoting economic recovery elsewhere, especially in the de- 
veloping countries and in Canada and Japan. Moreover, in so 
doing, it has held the sovereign debt crisis at bay. 


Now that the United States leading role in the expansion is 
diminishing, the US administration is urging its trade partners 
(especially the Federal Republic of Germany and Japan) to 
share it, in particular by adopting a more expansionary fiscal 
stance. So far the response to this request seems to have been 
muted. The adoption of policies similar to those in the United 
States, even if in a diluted form, could substantially affect the 
conduct of monetary policy in Europe and Japan (as it has al- 
ready done in the United States). This is because it focuses at- 
tention on what has come to be called the ‘‘monetary-fiscal 
policy mix’’, with no longer any presumption that monetary 
and fiscal policy must necessarily move in the same direction. In 
the United Kingdom, for example, the new policy mix seems to 
amount to some fiscal relaxation combined with higher interest 
rates than had hitherto been thought appropriate. 


(e) Official transactions in the financial markets 


Official transactions in the financial markets in the 1980s 
have been the most important instrument for implementing 
monetary policy in the United States, the United Kingdom and 
the Federal Republic of Germany, and likewise since 1983 in 


у Luigi Spaventa, ‘‘The Growth of Public Debt in Italy’’, in Banca 
Nazionale del Lavoro, Quarterly Review, June 1984. 


Italy: 5 only in France does there remain a considerable re- 
liance on official regulation of bank lending. !46 But even there 
the monetary aggregates have not been controlled by the en- 
cadrement system alone. 147 


The most important route by which official transactions have 
their effect on the real economy is by increasing the commercial 
banks’ reserves of central bank liabilities (by official purchases 
of assets or by official money-market lending) or, alternatively, 
by decreasing them (by official sales or by calling in official 
loans). In this way the authorities can support money market 
interest rates (by depleting the banks’ reserves) or, alterna- 
tively, depress them (by adding to the banks’ reserves). In all 
five countries except the United Kingdom, the leverage of offi- 
cial transactions is ensured by the fulcrum of an imposed min- 
imum reserve ratio. Since August 1981, the ‘‘fulcrum for 
money market management [in the United Kingdom] should be 
served by the volume of operational funds which the London 
clearing banks would retain voluntarily at the Bank [of En- 
gland] for clearing purposes’’. 148 


Though the monetary authorities can increase or decrease the 
commercial banks’ reserves by dealing in any financial market, 
their preference is for money market transactions, which have 
increasingly taken the form of security deals (including re- 
purchase agreements) instead of conventional central bank 
credit. In addition some central banks have engaged in foreign 
exchange swaps. !49 This statement may seem to overlook the 
outright purchases and sales of foreign currencies which the 
central banks in all five countries conduct in the foreign ex- 
change market (the United States using mainly the DM as its 
intervention currency and the United Kingdom, the Federal Re- 
public of Germany, France and Italy mainly the US dollar) and 
which, if unsterilized, act on the exchange rate both directly and 
also via interest rates. (For example, if the Bundesbank sells 
dollars, without taking offsetting action in the money market, 
this will at the same time directly bid up the DM in the foreign 
exchange market and also increase interest rates in the Federal 
Republic, thereby attracting a capital inflow.) 


However, in practice most central bank transactions in the 
foreign exchange markets are sterilized. This is certainly so in 
the United States and the United Kingdom, since in both coun- 
tries the central bank’s routine procedure for managing the 
money market ensures that an official sale (purchase) of foreign 
currency is matched by a like purchase (sale) of local-currency 
securities, so that the commercial banks’ reserves remain on 
balance unaffected. In the Federal Republic of Germany, 
France and Italy, it is less true that sterilization is routine, but 
nevertheless changes in the net foreign assets of the central 
banks have been largely offset by movements in their domestic 


'45 “In 1983, monetary policy was conducted largely through the 


control of the monetary base and bank reserves [which] permitted the 
non-renewal of the ceiling on lira loans by the banks.’’ Banca d’ Italia, 
Annual Report 1983, p. 76. 


196 ““Tt is the view of the monetary authorities that France’s financial 


Structures are not at present such as to allow monetary policy to be 
based primarily on interest rates ... The regime introduced at the be- 
ginning of 1985 thus remains akin to the old credit ceiling system ...’ 
OECD, Economic Survey: France, July 1985, p. 13. 


'47 М. Camdessus, Governor of the Bank of France, has stated: 
“We are piloting by interest rates as well. It is something like a dual- 
command system, which will allow us to progressively eliminate the 
lending ceilings.’’ As quoted in the /nternational Herald Tribune, 28 
October 1985. 


148 Bank of England, quoted in Midland Bank Review, Summer 
1982. р. 2]. 


19 Bank for International Settlements, Annual Report, No. 54, pp. 


70 and 72. 
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assets. am The widespread practice of sterilisation is somewhat 
surprising in that a recent report, the Jurgensen Report, com- 
missioned by the ministers of the Group of Five, 151 concluded 


that sterilized intervention had only a weak and temporary ef- 
fect: 


“... the Working Group felt that intervention had been an ef- 
fective tool in the pursuit of certain exchange rate objectives 
—notably those orientated towards influencing the behaviour 
of the exchange rate in the short run. Effectiveness was found 
to have been greater when intervention was unsterilized than 
when its monetary effects were offset ... There was also broad 
agreement that sterilized intervention did not generally have a 
lasting effect, but that intervention in conjunction with 
domestic policy changes did have a more durable impact.’’ 152 


Although the committee’s conclusions were not based on ex- 
tensive research, they are important in so far as they reflect the 
views prevalent amongst monetary authorities, namely, that 
their sterilized foreign exchange transactions have only a mod- 
est and short-term impact on the market. Hence, if they want a 
more substantial and/or continuing effect, they must be pre- 
pared to operate on local-currency interest rates, mainly by 
undertaking transactions in the home-currency financial mar- 
kets rather than in the foreign exchange market. 153 


This throws further light on the dilemma which underlies the 
monetary policy of all five countries in question. If they rely on 
transactions in the financial markets as the main instrument of 
policy, they cannot use this instrument to pursue two possibly 
incompatible objectives—keeping the money stock on its 
targeted path and preventing the under- or overvaluation of the 
exchange rate. Hence they will be forced to choose which objec- 
tive should have priority. 


In practice the choice of priorities has been different not only 
between countries but also at different times in the same coun- 
try. Since the creation of the EMS in 1979 France and Italy have 
given priority to maintaining their exchange rate parities in the 
EMS and, despite occasional devaluations, have succeeded re- 
markably well. The pragmatic attitude of the Federal Republic 
of Germany to the money-stock versus exchange-rate dilemma 
has already been illustrated in the words of Dr. Emminger, 
quoted above on page 74. In the United Kingdom policy has 
changed considerably, from benign neglect of the sterling 
exchange rate in 1979 to the present emphasis on the need to 
support the pound. 


150 For example, in the Federal Republic of Germany in 1980 official 
exchange reserves were reduced by DM 16 1/2 billion, which implies a 
direct withdrawal of Central Bank Money of the same amount from the 
commercial banking sector. These balance-of-payments induced liquid- 
ity losses have been offset through a lowering of minimum reserve 
ratios, an increase in the rediscount quota, premature repurchase of 
securities from commercial banks and by taking securities ‘еп pen- 
sion’’?. OECD, Economic Outlook, Paris, December 1980, р. 88. In 
1985 the contractionary impact of the Bundesbank’s exchange market 
interventions on ‘‘CBM developments was counterbalanced mainly by 
open market operations in order to keep CBM growth on track’’. 
OECD, Economic Outlook, Paris, June 1985, p. 86. 

5! The Group of Five comprises the United States, the United 
Kingdom, the Federal Republic of Germany, France and Japan. 

152 Working Group on Exchange Market Intervention, established at 
the Versailles Summit of the Heads of State and Government, June 
1982, Report of the Working Group on Exchange Market Intervention, 
March 1983, p. 17. 

153 Provided that the market believes that the authorities will in the 
end act in this way, rather than relapse into benign neglect of the ex- 
change rate, sterilised intervention may be interpreted by the market as 
a ‘‘shot across its bows’’ which has to be heeded. Hence the authorities 
may use sterilised intervention as a way of signalling their intentions. 


However, it is in the United States where the money-stock 
versus exchange-rate dilemma has perhaps been most acute. In 
most years since the demise of Bretton Woods in the early 1970s 
the United States authorities have favoured a policy of benign 
neglect of the dollar exchange rate, with only small-scale and 
quickly-unwound interventions to correct what were officially 
diagnosed as ‘‘disorderly markets’’. However, in the last years 
of the Carter administration, as from the last quarter of 1978, 
the Federal Reserve, operating in co-operation with the Bundes- 
bank and to a lesser extent with the Japanese authorities, sup- 
ported the dollar in the foreign exchange markets on a massive 
scale. At the same time the Federal Open Market Committee 
ruled that open market operations should give ‘‘due regard to 
the program for supporting the foreign exchange value of the 
dollar’’. 154 So benign neglect was abandoned—but only tem- 
porarily. Soon after President Reagan succeeded President 
Carter, the new Treasury Secretary announced on 18 April 1981 
that the United States would henceforth ‘‘not intervene to sup- 
port the dollar as a regular practice’, but instead would do so 
only in ‘‘emergency situations’. That was the position for 
several years, although the dollar’s dramatic appreciation gave 
rise to increasing concern. Then on 22 September 1985 there 
was a meeting of the Group of Five in New York, which ended 
with an announcement that the Group, including the United 
States, had decided to act jointly to secure a depreciation of the 
US dollar. 


(f) International collaboration 


The first sign of a significant change in United States policy 
was the communiqué issued after the Group of Five meeting on 
22 September 1985. Previously there had been some attempts at 
concerted intervention, the first one in August 1983. In that 
month the central banks of the United States, the Federal Re- 
public of Germany, Switzerland and Japan sold about 2 1/2 to 
3 billion dollars in the market, to counter the rise in the dollar. 
But it seems to have made very little difference. !55 Thereafter, 
apart from brief intervention by the Federal Reserve and Bun- 
desbank in the exchange market in September and October 
1984, 156 little further concerted action seems to have been taken 
until the new year. 


Events moved rapidly in the first quarter of 1985: on 17 
January the Group of Five reached a new agreement on cur- 
rency intervention and five days later the European central 
banks intervened jointly to resist the appreciation of the dollar. 
Between 22 January and 1 March official sales of dollars by the 
co-operating countries reached a cumulative total of more than 
$10 billion, and the dollar had fallen from a peak of DM 3.50 to 
DM 3.30 by the end of February. 


After an interval of six months came the New York meeting 
of the Group of Five on 22 September 1985. From then until the 
end of the month total official sales totalled 3.5 billion dollars, 
of which 1.3 billion were sold by Japan, 1 billion by Italy and 
the balance by the United States, the United Kingdom and the 
Federal Republic of Germany. This policy of intervention has 
continued, but it is too soon to judge with what degree of suc- 
cess. In addition to selling dollars in the market, the Japanese 
authorities have also sought to depress the dollar in relation to 
the yen by raising interest rates, as they did on 25 October, in 
the hope of thereby arresting the flow of private sector capital 


154 November 1978 meeting. 

155 See Bank of International Settlements, Annual Report, No. 54, 
ps 133. 

156 Federal Reserve Bank of New York, Quarterly Review, Winter 
1984-1985, p. 47. 
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out of the yen into the dollar. As the September 1985 meeting of 
the Group of Five does not appear to have included an agree- 
ment to manipulate interest rates, Japan would seem to have 
been acting on her own initiative, and in any case the policy was 
discontinued in December. !°7 


Concluding remarks 


The experience of the 1980s shows how difficult it has been 
for the monetary authorities to find a monetary aggregate on 
which they could rely as a measure of the stance of monetary 
policy and, especially, as an indicator of inflationary pressure. 
The shortcomings of monetary targeting, however, are only 
partly due to the financial innovations (reviewed above) which 
governments were implementing independently of monetary 
policy. Concern for monetary targets has often had to give way 
to concern for the exchange rate—a familiar story in western 
Europe throughout the 1980s, but also true for the United 
States from 1985. Nor is the choice between money stock 
targets and the exchange rate the only dilemma facing govern- 
ments and the monetary authorities—the pursuit of other ob- 
jectives has also been compromised by the level of interest 
rates. 


The appeal of monetarism has declined as unemployment has 
replaced inflation as the major problem facing governments. 
Another important factor has been the instability in real 
exchange rates which has been considerably larger than the 
monetarists had expected. The view that the determination of 
the exchange rate should be left entirely to market forces was 
ultimately based on the argument that if each country set its 
domestic policies correctly a stable set of exchange rates would 
automatically emerge. This, in effect, provided a justification 
for each country to act (or try to act) independently and to deny 
that national policies could have an adverse effect on the rest of 
the world. 


157 Financial Times, 19 December 1985, reporting a statement by the 
governor of the Bank of Japan. 


The Group of Five decision in September 1985 to co-ordinate 
intervention in the foreign exchange markets is therefore a sig- 
nificant event. Not only does it formally end the policy of non- 
intervention in exchange markets but, by admitting that mon- 
etary policy in one country may have adverse effects on others, 
restores the basis for international policy co-operation. 


However, the Group of Five decision is only a first step to- 
wards securing greater co-operation in macro-economic policy 
formulation. Agreement to intervene in the foreign exchange 
markets (in practice by sterilized intervention) needs to be 
backed by further agreement to pursue consistent fiscal and 
monetary policies. In this regard the United States has already 
decided on the appropriate change in its policy mix (a less ex- 
pansionary fiscal policy combined with a more expansionary 
monetary policy), but so far other major market economies do 
not seem to be prepared to consider a similar change in their 
own mix of policies. 


The Group of Five initiative on exchange rates has far- 
reaching implications for international policy collaboration. In 
the first place it implies that the Group of Five currencies will 
need to be kept under expert review in the hope that “а 
common view can emerge (and be revised from time to time) as 
to an acceptable broad range of exchange rates—possibly 
deliberately fuzzy around the edges—consistent with mutual 
balance-of-payments equilibrium and adjustment’’.'** This 
view would be based on the continuance of announced policies 
and, hence, would have to be revised whenever the policies were 
changed. Secondly, whenever this expert analysis reveals any of 
the Group of Five currencies to be unsustainably low or high, 
Group of Five ministers would have to meet to try to agree on 
suitable revisions to their existing policies in order to reduce the 
divergence between each actual rate and the rate deemed consis- 
tent with ‘‘mutual balance of payments equilibrium and adjust- 
ment’’. The final implication is that Group of Five governments — 
would then act accordingly. 


58 Раш A. Volcker, ‘‘Priorities for the International Monetary 
System’’, in Federal Reserve Board of New York, Monthly Review, 
vol. 58, January 1976, p. 8. 


2.9 THE EFFECTS OF ENERGY PRICE AND REAL INTEREST RATE SHOCKS ON REAL OUTPUT 


(i) Introduction 


This note focuses on the question of how inflation and inter- 
est rate shocks affect the real side of the economy. In order to 
provide some answers, a simple aggregate demand model is 
specified and estimated from the data of ten western market 
economy countries. The model yields estimates of the effects of 
changes in real interest rates and energy prices, and also allows 
some scrutiny of a number of general features of output, price 
and interest rate determination in these countries: for example, 
the speed at which output adjusts to changes in its various 
determinants. 


The study is based on quarterly data for the period 1964- 
1983. Given that the total number of observations is 650, it is 
possible to evaluate the stability of the underlying behavioural 
equations over time. Unfortunately it is not possible to analyse 
closely the period after 1979, which is of special interest because 
of the changes in monetary policy which occurred in some 
countries. 


(ii) Theoretical considerations 


The analysis concentrates on the behaviour of aggregate de- 
mand: in conventional Keynesian terms, an empirical counter- 
part to the IS-curve is specified. In practice, this means that the 
different demand components are aggregated and that an equa- 
tion for GDP is estimated. '*? Obviously this aggregation pre- 
vents the use of expenditure-specific variables, such as different 
measures of user-cost. It also makes the use of income variables 
somewhat dubious. This note therefore ignores the income 
side—not only because of the aggregation problem but also be- 
cause of simultaneity between output, income and expenditure. 
The desire to avoid simultaneity problems due to income- 
induced changes in aggregate demand is also partly due to the 
fact that there are already serious simultaneity problems because 
of the (presumably) endogenous nature of real interest rates. 


The analysis is based on the following aggregate demand 
(output) model: 
(1) Y=a+a,Y(— 1) +а2Х + азСА + a4SS + asr + авр* 
+a7TIME+u, 


where all the variables except г, p © and t are in natural logs and 
where Y is actual real output, X and GA, the exogeneous com- 
ponents of the actual real output, are real exports and real 
government final consumption respectively, SS is the supply 
shock variable measuring the relative price of energy; r is the 
real interest rate; р® is the corresponding expected rate of infla- 
tion; TIME is the time trend variable; and u is a stochastic error 
terms 150 


159 СОР is used mainly because of its role as the major focus 
variable, but there are also some data reasons for doing so. 

160 In order to close the whole macro-model, another requirement is 
a demand equation for real money balances (which is typically specified 
in terms of the nominal rate of interest and aggregate output), as well 
as some sort of aggregate supply or Phillips curve relation. Thus, when 
the output equation is estimated by using the instrumental variable (IV) 
method, the money stock should be taken into account. The model 
used here is in essence similar to many others: for example, J. Peek, 
“Interest Rates, Income Taxes and Anticipated Inflation’, American 
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The role of the variables on the right-hand side of equation 
(1) is straightforward. This is particularly true of the 
autonomous components of aggregate real demand, X and GA 
(even though some fiscal policy rules may invalidate the as- 
sumption that government consumption is strictly exogeneous). 
As far as the other variables are concerned, SS captures the in- 
fluence of changes in the relative price of energy which should 
presumably affect investment negatively (assuming that capital 
and energy are complements). The real interest rate affects both 
private consumption and investment: even though the sign of 
the effect is theoretically ambiguous, because of conflicting in- 
come and substitution effects, the overall effect should be nega- 
tive. The expected rate of inflation affects aggregate demand 
not only via the real interest rate but also via ‘‘real balance ef- 
fects’’ which, in turn, should reduce expenditure and increase 
saving. The expected rate of inflation is placed in an un- 
restricted form in order to ensure that the various restrictions 
on p have as little effect as possible on the estimated coefficient 
Olin, 


The lagged output term, Y(— 1), is introduced to capture the 
persistence (or inertia) of both consumption and investment ex- 
penditures. By estimating the coefficient of this variable, short 
and long-run effects can be distinguished (given, of course, 
that the implied Koyck lag structure is correct). Finally, the 
time trend variable, TIME, is allowed to enter the equation to 
capture the effects of technical change. The TIME variable may 
also serve as a proxy for real wealth (or permanent income), 
and thus the sign of its coefficient is not clear а priori. Even 
though the TIME variable does not allow for far-reaching 
economic conclusions, it does help to determine the robustness 
of the underlying model. 


(iii) Estimation procedure 


As mentioned earlier, equation (1) is estimated by using 
pooled data from ten market economy countries in the ECE 
area. Even though the number of observations for each country 
is about ten times the number of estimated parameters, the 
existence of small-sample bias cannot be ruled out when es- 
timating the model for each country separately. Therefore, the 
data were pooled, and because they are used in the level form, 
individual country intercepts are always introduced. Pooling is 
carried out both by using equal weights for all countries (i.e., 
the data are unweighted, denoted by the abbreviation UW) or 
by using GDP weights, 16! denoted in turn by W. 


Besides various data questions there are two major problems 
in the empirical analysis: first, how to obtain data for the un- 
observable, expected rate of inflation, a crucial variable in 


Economic Review, December 1982, pp. 980-991; J. A. Wilcox, ‘“‘Why 
Real Rates Were So Low in the 1970’s’’, American Economic Review, 
March 1983, pp. 44-53, and Y. Mehra, ‘‘Inflationary Expectations, 
Money Growth, and Vanishing Liquidity Effect of Money on Interest: 
A Further Investigation’, Federal Reserve Bank of Richmond 
Economic Review, March/April 1985, pp. 23-35. 

161 These are the values of gross domestic product in purchasers’ 
values in billions of constant US dollars at the exchange rates and price 
levels of 1975. The data are taken from OECD, National Accounts, 
Main Aggregates, volume I, Paris. 
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evaluating the role and impact of the real interest rate on 
output? And secondly, how to take into account the fact that 
the real interest rate is presumably endogenous? 162 


As far as the the expected rate of inflation is concerned, two 
ways of constructing a proxy for this unobservable variable are 
used. Obviously, all proxies include measurement error, which 
in turn tends to bias the estimates, but there is no way of estab- 
lishing the degree of bias: the variance of the measurement 
error (as well as the true variance of the stochastic error term) is 
simply not known. The proxies used are, on the one hand, the 
actual rate of inflation (denoted by A) and, on the other hand, 
the predictions of an autoregressive model, AR(k), and a vector 
autoregressive model, VAR(k), where k indicates the length of 
the lag. The use of the actual rate of inflation as a proxy for the 
expected rate of inflation is, of course, at variance with the 
Rational Expectations Hypothesis, whereas the use of the 
AR(k) and VAR(k) models are consistent with the weak and 
semi- strong forms of this hypothesis. This, in turn, suggests 
that it might be sufficient just to use the VAR proxy. Un- 
fortunately, vector autoregressive models consume a large 
number of degrees of freedom and therefore, more par- 
simonious models (using the actual rate of inflation and the pre- 
dictions of a univariate autoregressive model) are also used. 


The simultaneity problem caused by the presence of the real 
interest rate in the output equation is solved in a standard way 
by using the instrumental variable method, and by having the 
(current and lagged) growth rate of the money stock—in addi- 
tion to the current and lagged values of the exogeneous vari- 
ables—as an instrument. However, the three-stage least squares 
method is also applied so that equation (1) is estimated together 
with a demand-for-money schedule (which, in turn, is solved 
with respect to the nominal interest rate). In fact, the two sets 
of results turn out to be very similar. In order to avoid a de- 
tailed discussion of the specification of the demand-for-money 
(real balances) equation this paper concentrates on the results 
of using the instrumental variable method (IV). 


(iv) Empirical results 


The country sample consists of quarterly data for the market 
economy members of the ECE region: Austria, Canada, the 


162 { a conventional IS/LM framework is used, with the money 
supply being exogenous as a starting point, У and r are indeed simulta- 
neously determined. Obviously, if interest rates are regulated, or 
pegged by adjusting monetary aggregates, r might be treated as 
exogenous. Another case is implied by the simple form of the Fisher 
hypothesis which says that the real rate is approximately constant and 
the nominal rate will move one-for-one with the anticipated inflation 
rate. Clearly, this hypothesis does not produce any real interest rate 
effect. If, however, r is assumed to be endogenous, then it would be 
correlated with the error term, u, and the ordinary least squares 
estimates of the parameters of (1) would be inconsistent and thus lead 
to incorrect inferences as to the impact of interest rates on aggregate 
demand. This problem can, however, be solved by using the instru- 
mental variable method. It should be emphasised that even if the inter- 
est rate is not market determined but is instead the result of direct 
regulation, this would not necessarily eliminate the simultaneity 
problem. If, in fact, interest rates are systematically adjusted in 
response to current values of, say, total output, then again the ortho- 
gonality between r and u would be violated. It is when policy reacts 
only to lagged values of Y that such a simultaneity problem does not 
arise and the use of OLS is appropriate. (The problem of the monetary 
policy reaction function also concerns the link between money supply 
and interest rates—in fact, if the monetary authority successfully pegs 
interest rates, interest rates and monetary aggregates would be uncor- 
related.) Thus, the existence of systematic monetary policy makes the 
identification and estimation of the effects of interest rates on total 
output, for instance, very difficult, and so the empirical results should 
be considered with care. 


Federal Republic of Germany, Finland, France, Italy, Sweden, 
Switzerland, the United Kingdom and the United States of 
America. 163 Seasonal adjustment had already been made by 
OECD for most of the series used, but for some data seasonal 
adjustment was carried out by the ECE secretariat. 164 The 
interest rate series were found to be free from seasonality and 
these were therefore not adjusted. The data sample covers the 
period 1964.I-1983.1V for the large countries (Canada, the Fed- 
eral Republic of Germany, France, Italy, the United Kingdom 
and the United States) and the period 1970.1-1983.1У for the 
others (this is simply because of reasons of data availability). 
Five observations were lost in differencing and lagging so that 
the final estimation used data samples of 75 and 50 observa- 
tions per country in the two groups of countries. 


The following time series are used in the analysis: Y, the 
Gross Domestic Product (in the case of Canada and the United 
States the Gross National Product is used instead) at constant 
prices; P, the corresponding implicit deflator of GDP; X, ex- 
ports at constant GDP prices; GA, government final consump- 
tion at constant prices; SS, the producer price of energy (or fuel 
or, in some cases, petroleum products) relative to P; M, the 
money supply including quasi-money; RL, the nominal long- 
term interest rate, derived as the yield on long-term government 
bonds; RS, the nominal short-term interest rate, derived as the 
three-month Treasury bill rate (unfortunately, only available 
for the six larger countries: the analysis is therefore based 
mainly on the long rates); and TIME, the time trend. Interest 
rates and inflation are expressed as annual rates. The interest 
rate observations are those for the end of each period. 


Using these data some general features of the pre- and post- 
oil shock periods can be briefly noted. The latter period is in all 
countries characterized by higher inflation, lower and more 
volatile output growth, higher growth rates of energy prices (in 
both absolute and relative terms), and a slowdown in the 
growth of exports and government final consumption. The 
growth rates of the monetary aggregate in the two sub-periods 
are not markedly different, and the changes in real interest rates 
do not seem to follow any clear pattern. Obviously, one should 
not look at the post-oil shock period as one entity, particularly 
as far as monetary policy is concerned: the emphasis of mon- 
etary policy shifted from interest rate to money supply targets 
around 1979 and 1980. 


The weighted and unweighted results are tabulated in tables 
2.9.1-2.9.3. Both ordinary least squares (OLS) and instru- 
mental variable (IV) results are displayed. 


By pooling the data, a large number of observations are ob- 
tained, in this case 650, so that the results should allow for cor- 
rect inferences to be made about the existence of any output ef- 
fects. However, in pooling the data the parameters to be es- 
timated (excluding the intercept terms) are restricted to be the 
same for all individual countries. 


The parameter estimates in table 2.9.1 indicate that the 
autonomous expenditures generally have a positive effect on 


163 The sources of the data were as follows: OECD, Main Economic 
Indicators, Historical Statistics, Paris; OECD, Quarterly National Ac- 
counts Bulletin, Paris; national sources, and ECE secretariat estimates. 
In particular, the time series of government final consumption expendi- 
ture for the 1960s were constructed—partly by interpolation—in the 
ECE. 

164 This was done using the Moving Average Seasonal Adjustment 
procedure of the TSP software package. It is obvious that the seasonal 
adjustment procedure with respect to different time series differs and 
this, in turn, causes autocorrelation and decreases the efficiency of the 
estimates. 
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TABLE 2.9.1 


_Estimation results with pooled cross-country data: 10 countries, 
Y(-1) Be SS r pe 

(1) 0.978 0.015 — 0.008 — 0.055 = 0.125 
(103.91) (3.39) (3.60) (1.88) 

(2) 0.966 0.018 — 0.008 — 0.056 — 0.127 
(68.67) (3.61) (3.70) (1.90) 

(3) 0.933 0.014 — 0.011 — 0.083 — 0.133 
(57.70) (2.86) (4.77) (2.78) 

(4) 0.924 0.044 — 0.008 — 0.105 — 0.154 
(74.32) (7.00) (3.44) (3.19) 

(5) 0.880 0.046 — 0.010 — 0.112 — 0.153 
(52.03) (7.42) (3.99) (3.45) 

(6) 0.879 0.046 — 0.010 — 0.114 — 0.154 
(51.67) (6.87) (3.87) (3.44) 

(7) 0.985 0.016 — 0.007 — 0.131 — 0.190 
(103.45) (3.42) (3.11) (4.09) 

(8) 0.971 0.018 — 0.007 — 0.131 — 0.192 
(68.57) (3.65) (3.22) (4.12) 

(9) 0.934 0.046 — 0.008 — 0.152 — 0.196 
(57.36) (2.78) (4.47) (5.17) 

(10) 0.925 0.046 — 0.008 — 0.152 — 0.196 
(74.28) (7.29) (3.46) (4.30) 

(11) 0.880 0.049 — 0.010 — 0.160 — 0.197 
(51.97) (7:22) (4.01) (4.57) 

(12) 0.879 0.047 — 0.010 — 0.162 — 0.198 
(51.60) (7.10) (3.96) (4.59) 


(4.18) 


(4.25) 


(4.51) 


(4.70) 


(4.72) 


(4.73) 


(5.98) 


(6.05) 


(6.48) 


(5.66) 


(5.73) 


(5.75) 


actual rate of inflation as a proxy for expected inflation 


GA TIME SEE D-W Method Weighting 

0.0121 — 2.017 OLS Ww 
0.012 0.0102 — 1.990 OLS Ww 
(1.24) 
0.006 0.040 0.0119 — 1.877 OLS Ww 
(0.60) (3.91) 

0.0145 2.290 OLS UW 
0.045 0.0144 2.230 OLS UW 
(3.81) 
0.043 0.003 0.0144 2.231 OLS UW 
(3.32) (0.32) 

0.0121 — 1.995 IV Ww 
0.013 0.0121 1.995 IV Ww 
(1.29) 
0.005 zh 0.0145 — 2.290 IV Ww 
(0.53) (4.53) 

0.0145 — 2.290 IV UW 
0.046 0.0144 — 2.228 IV UW 
(3.89) 
0.043 0.006 0.0144 — 2.230 IV UW 
(3.30) (0.53) 


Note: Numbers in parentheses are (asymptotic) t-ratios. Equations include country intercepts which are not displayed. 


output. The relative price of energy, the real interest rate, and 
the expected rate of inflation have instead a negative impact, 
while the coefficient of the time trend variable is positive. Most 
of the effects are highly significant: only when the sample 
period is divided into two sub-periods are some of the 
parameter estimates imprecise. The basic results are strikingly 
robust in terms of additional variables and the treatment of the 
expected inflation rate. 


In the results for the whole sample period and all countries, 
the persistence or inertia of the movement of output stands out. 
The estimated coefficient of the lagged dependent variable is 
typically of the order of 0.90-0.95 which implies an adjustment 
lag 165 of up to five years. Thus, for instance, real interest rate 
disturbances have a long-lasting effect on output which is, of 
course, not surprising, given the long time that is frequently 
required to complete investment projects. The fact that the 
coefficient of Y(—1) is close to one implies also that the long- 
run effects of changes in X, SS, г, p* and GA are much greater 
than their short-run effects, which can be seen directly from the 
respective coefficients. 166 Thus, а 10 per cent increase in the 
relative price of energy decreases output by only one tenth of a 
percentage point within the same quarter, but the long-run nega- 
tive effect is about 1 per cent. Similarly for the real interest rate: 
the short-run effect of a one percentage point increase in the real 
rate is equal to or less than one tenth of a percentage point, but 
the long run effect varies from between 1 and 2 per cent. '°’ 


165 If b is the estimated coefficient, the adjustment lag, in terms of 
quarters, is calculated by b/1—b. 

166 The long-run effect of changes in energy prices, the real interest 
rate, expected inflation, and autonomous expenditures is calculated by 
dividing the relevant coefficient by 1 —b. 

167 Additional calculations suggested that there is no substantial dif- 
ference between the effects of short-term and long-term interest rates. 


It is interesting to note that the instrumental variable method 
produces much higher estimates for the coefficient on the long- 
term interest rate (гг) than the ordinary least squares (OLS) 
method. This is clearly consistent with the view that the real 
interest rate is endogeneous. This, in turn, implies that the OLS 
estimates are biased and inconsistent. This simultaneity bias 
may be the reason why some other studies have obtained rather 
low interest rate elasticities. 


From the practical point of view, endogeneity of the real 
interest rate has some important implications. It means, at 
least when evaluating the interest rate effects, that the 
current state of the demand for, and supply of, money can- 
not be ignored. Another point, perhaps more semantic, 15 
that speaking about ‘“‘interest rate effects’? is somewhat 
misleading if the interest rate is not the causal factor. 
Before discussing this ‘‘causality’’ question, it will be useful 
to look first at the performance of the other explanatory 
variables. 


As can be seen from tables 2.9.1-2.9.3, the rate of expected 
inflation has a strong negative effect on output. This seems to 
be an important fact, particularly if the possibility of some si- 
multaneity bias between inflation and output is taken into ac- 
count. It should be noticed, however, that the existence of a 
Phillips-curve relationship would imply a positive correlation 
between output and inflation. Thus, the result obtained here 
does not reflect a feedback from output to prices but more 
probably some sort of ‘‘real balance effect’, as already men- 
tioned, or the effect of inflation uncertainty on output. As far 
as the latter is concerned, it can be argued that an increase in the 
rate of inflation also causes an increase in inflation uncertainty. 
That is, relative prices become more uncertain and, given 
economic agents’ risk-taking behaviour, this implies lower de- 
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TABLE 2.9.2 


Estimation results with pooled cross-country data: 10 countries, AR(4) model prediction as a proxy for expected inflation 


У-1) Xx SS r ре СА TIME SEE D-W Method Weighting 
JARs Ae re Pere ec Boe СР eee 
(1) 0.975 0.020 — 0.010 — 0.004 — 0.183 0.0119 2.033 OLS W 
(104.37) (4.43) (4.62) (0.12) (5.71) 
(2) 0.949 0.026 — 0.011 0.001 — 0.193 0.023 0.0118 1.984 OLS W 
(66.92) (5.03) (4.96) (0.03) (6.00) (2.37) 
(3) 0.922 0.022 —0.013 — 0.028 — 0.194 0.016 0.036 0.0117 1.981 OLS \ 
(57.89) (4.28) (5.83) (0.88) (6.07) (1.65) (3.56) 
(4) 0.923 0.045 — 0.008 — 0.078 — 0.176 0.0145 2.318 OLS UW 
(74.19) (7.07) (3.46) (2.18) (5.09) 
(5) 0.875 0.047 —0.010 — 0.085 —0.177 0.047 0.0145 2.250 OLS UW 
(52.33) (7.56) (4.15) (2.39) (5.16) (4.20) 
(6) 0.874 0.047 —0.010 — 0.087 = 0.177 0.047 0.004 0.0145 2.250 OLS UW 
(52.06) (7.00) (4.04) (2.41) (5.17) (3.61) (0.36) 
(7) 0.980 0.020 — 0.009 — 0.083 — 0.230 0.0119 2.046 IV W 
(103.75) (4.20) (3.90) (2.42) (6.93) 
(8) 0.957 0.024 — 0.009 — 0.077 —0.239 0.022 0.0119 2.001 ГУ \ 
(66.80) (4.75) (4.22) (2.27) (7.17) (2.20) 
(9) 0.925 0.020 — 0.012 — 0.119 — 0.245 0.013 0.043 0.0118 1.991 ГУ W 
(57.69) (3.84) (5.28) (3.38) (7.37) (33) (4.20) 
(10) 0.924 0.046 — 0.008 — 0.131 — 0.212 0.0146 217 IV UW 
(74.13) (7.32) (3.36) (3.40) (5.87) 
(11) 0.875 0.049 — 0.010 — 0.139 — 0.213 0.050 0.0144 2.250 IV UW 
(52.26) (7.82) (4.05) (3.63) (5.98) (4.26) 
(12) 0.875 0.048 — 0.010 — 0.144 — 0.214 0.046 0.007 0.0144 2252 ГУ UW 
(51.96) (7.15) (4.03) (3.68) (6.00) (9255) (0.62) 
Note: Numbers in parentheses are (asymptotic) t-ratios. Equations include country intercepts which are not displayed. 
(TABLE 2.9.3 
Estimation results with pooled cross-country data: 10 countries, УАВ(4) model prediction as a proxy for expected inflation 
Y(-—1) x SS r pe GA TIME SEE D-W Method Weighting 
(1) 0.976 0.020 — 0.010 — 0.006 — 0.169 0.0119 1.983 OLS W 
(104.65) (4.26) (4.55) (0.17) (5.38) 
(2) 0.963 0.022 — 0.010 — 0.006 = 0.172 0.013 0.0119 1.954 OLS W 
(69.16) (4.46) (4.66) (0.18) (5.46) (1.34) 
(3) 0.937 0.018 — 0.012 — 0.037 — 0.169 0.008 0.03 0.0119 1.954 OLS W 
(58.25) (3.64) (5.35) (1:15) (5.39) (0.79) (3.15) 
(4) 0.926 0.044 — 0.010 — 0.047 — 0.172 0.0144 2.225 OLS UW 
(74.80) (7.11) (4.00) (1:27) (5.18) 
©) 0.884 0.047 —0.011 — 0.061 — 0.169 0.042 0.0143 2.178 OLS UW 
(52.24) (7.50) (4.44) (1.67) (5.14) (3.58) 
(6) 0.884 0.047 —0.011 — 0.062 — 0.169 0.042 0.003 0.0143 2.178 OLS UW 
(51.83) (7.03) (4.23) (1.64) (5.13) (3.24) (0.03) 
(7) 0.982 0.019 — 0.008 — 0.088 =0.219 0.0120 2.003 IV W 
(104.03) (4.01) (3.76) (2.56) (6.68) 
(8) 0.969 0.021 — 0.009 — 0.088 — 0.222 0.013 0.0120 1.973 ГУ W 
(69.02) (4.22) (3.87) (2.56) (6.75) (1.34) 
(9) 0.936 0.016 — 0.011 — 0.139 — 0.223 0.006 0.044 0.0119 1.967 IV М 
(57.75) (3.16) (4.75) (3.80) (6.83) (0.62) (4.04) 
(10) 0.926 0.046 — 0.009 — 0.099 — 0.205 0.0144 2.238 ГУ UW 
(74.73) (7.34) (3.84) (2.46) (5.92) 
(11) 0.883 0.049 = 0.011 — OnLy — 0.204 0.044 0.0143 2.189 IV UW 
(52.06) (7.75) (4.29) (2.92) (5.94) (3.74) 
(12) 0.882 0.048 —0.011 — 0.120 — 0.205 0.043 0.004 0.0144 2.201 IV UW 
(51.60) (7.18) (4.19) (2.92) (5.94) (3.26) (0.34) 


Note: Numbers in parentheses are (asympototic) t-ratios. Equations include country intercepts which are not displayed. 
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mand and lower output. 18 Even though this variable has a 
meaningful interpretation, there is a problem with the magni- 
tude of the estimated coefficient, because the implied long-run 
coefficient is typically around two, which is some 10 times 
larger than the short-run coefficient. The explanation is likely 
to be econometric: it could be due to strong multicollinearity 
between г and ре or to incorrect specification of the lag struc- 
ture. ' A completely satisfactory explanation cannot be 
provided. One ‘‘solution’’ is to scrutinize the implied effects of 
expected inflation given the nominal rate of interest. The rele- 
vant figures do indeed make more sense. The corresponding 
long-run coefficients are, in the majority of cases, between zero 
and minus one so that a representative value for the coefficient 
of the nominal interest rate is — 1 and for the expected rate of 
inflation — 1/2. 


As far as the other variables are concerned, the real export 
variable, X, behaves well, according to a priori theorizing: the 
coefficient is positive and of the expected magnitude. It is not 
surprising to find that the estimate of the coefficient on the ex- 
port variable is sensitive to whether the individual country data 
are weighted or not. Government final consumption, GA, has a 
positive effect on output, as might be expected. However, this 
variable is also highly sensitive to the weighting pattern and to 
the inclusion of the time trend variable. Finally, it may be noted 
that the coefficient of the time trend variable is positive. As in- 
dicated earlier, this lends some support to the hypothesis that 
TIME serves as a proxy for real wealth. The estimates, how- 
ever, are often so imprecise that it would not be justified to as- 
sign an important role to this variable. 


It is of interest to establish whether the estimates are stable 
over time. To do this, the model was estimated separately for 
two sample periods, namely, 1965.1-1973.[У and 1974.1- 
1983.1V. The results (not shown) indicated few changes. From 
these results it is difficult to say whether or not output has be- 
come more responsive to energy prices, real interest rates and 
inflation. 170 This is partly because the results for the sub- 


168 See M. Friedman, ‘‘Nobel Lecture: Inflation and Unemploy- 
ment’’, Journal of Political Economy, June 1977, pp. 451-472, and P. 
Evans, ‘‘Price Level Instability and Output in the U.S.’’, Economic In- 
quiry, April 1983, pp. 172-187. Obviously, increased inflation not only 
increases relative price uncertainty, but it also increases uncertainty 
about real income. Also this effect may tend to decrease consumer 
spending. As far as the theoretical background is concerned, the im- 
plicit ‘‘super-neutrality’? property of the underlying macro-model 
might be abandoned to exploit the theories which imply permanent ef- 
fects of inflation on output. For such theories, see J. Tobin, ‘‘Money 
and Economic Growth’’, reprinted in J. Tobin (ed.), Essays in 
Economics, vol. 1: Macroeconomics, 1971, Amsterdam, North 
Holland, and А. С. Stockman, ‘‘Anticipated Inflation and the Capital 
Stock in а Cash-in-Advance Economy’’, Journal of Monetary 
Economics, vol. 8, No. 3, November 1981, pp. 387-393. In this connec- 
tion, it should be pointed out that even though the ‘‘real balance ef- 
fect’? provides a suitable explanation of the inflation effects, the asset 
base of this effect may be very small and the resulting effect may, in 
fact, be negligible; see, e.g., D. Patinkin, ‘Money and Wealth: A Re- 
view Article’, Journal of Economic Literature, Vol. УП December 
1969, pp. 1140-1160. 

169 As far as the lag structure is concerned, a Houthakker-Taylor- 
type specification was fitted to the data instead of the stochastic dif- 
ference equation with the Koyck lag structure, which is the basic ele- 
ment of equation (1). However, this did not make any considerable dif- 
ference to the estimates of the long-run elasticities. A summary of these 
results is presented in appendix 1. 

170 Even though there seems to have been few changes in the 
parameters, the computed Chow statistics allow the hypothesis of 
parameter invariance to be rejected, although not very strongly. Thus, 
there is a further reason for caution. If, instead, the stability of the 
coefficient of the real interest rate variable is tested by allowing it to 
change over time according to a linear trend, the respective coefficient 
does not deviate from zero at any of the standard levels of significance. 
Thus, given the model, the interest rate effect appears to be stable. (See 


periods are in general less precise. Perhaps, the only thing which 
is clear is the increased persistence of output behaviour: the 
coefficients of the lagged dependent variable increased consid- 
erably between the pre- and post-oil shock samples. Accord- 
ingly, the implied adjustment period more than doubles. In the 
case of the lagged dependent variable, the coefficient became 
very high in the period after 1974, exceeding unity in some cases. 
This result has some puzzling long-run implications because it 
suggests that the output series may follow а random walk. !7! 


(v) Evaluation of results 


The empirical analysis shows that aggregate demand and 
output are clearly that the effects of any shock on output will 
last for a considerable time. It has been stressed at various points 
in the discussion that output behaviour cannot really be isolated 
from the state of the monetary sector: there is indeed much si- 
multaneity in the determination of output, interest rates and 
prices. This fact also comes out when studying the causal rela- 
tionships between output, inflation, money and interest rates in 
a vector autoregressive (VAR) framework. The general result is 
that none of these variables can be considered strictly exo- 
geneous (the results of the relevant Granger causality tests are 
given in table 2.9.4). 172 


It seems that in order to reach conclusions on the behaviour 
of output, knowledge of the basic determinants of interest rate 
and price behaviour is also required. Thus, it may be 
worthwhile to recall here some basic facts. 


As far as the behaviour of interest rates is concerned, there is 
now ample evidence that nominal interest rates do not fully re- 
spond to the expected rate of inflation. Instead, almost the op- 
posite seems to be true. '73 Interest rates seem to be cyclical, at 
least to some extent. Moreover, increased liquidity, particularly 
in the short run, has a negative effect on nominal interest rates. 
Finally, and perhaps most important, interest rates do not seem 
to adjust immediately, as the efficiency proposition, for in- 
stance, would require. This means that a decrease in the rate of 
inflation will lead to a rise in real rates. Only in the very long 
run is this non-neutrality effect likely to disappear. !74 


As far as the behaviour of inflation is concerned, it is well 
known that the rate of inflation is not very much affected by ac- 


appendix 2 for further details on the stability properties and forecast- 
ing performance of the basic model.) 

171 See appendix 3 for a brief discussion of this point. 

17? A similar result is obtained in various other studies; see У. Zarno- 
witz, ‘‘Recent Work on Business Cycles in Historical Perspective: A 
Review of Theories and Evidence’’, Journal of Economic Literature, 
vol. XXIII, June 1985, pp. 523-580. 

173 This point is forcefully stressed by J. Carmichael, and P. W. 
Stebbing, ‘‘Fisher’s Paradox and the Theory of Interest’’, American 
Economic Review, September 1983, pp. 619-630. 

174 In order to suggest the quantitative importance of these factors, 
the following nominal interest rate equation was estimated from the 
pooled cross-country data: 

(W) RL = 10 country dummies 
+0.063 ре +0.113 y 
(5.03) (5.43) 
SEE = 0.0063, D—W = 2.199 


— 0.020 т 
(1.74) 


+ 0.947 RL(— 1) 
(76.40) 


(UW) RL = 10 country dummies 
+0.041 ре +0.059y —0.019т +0.947 RL(-1) 
(ВЛ) (3.59) (1.99) (75.68) 


SEE = 0.0062, р-\ = 2.026, 

where the symbols are the same as defined above but where lower case 
letters refer to rates of change, and p° is derived from the VAR(4) 
model. Numbers in parentheses below the estimated coefficients are t- 
ratios, the estimates are OLS estimates, and the number of observa- 
tions is 650. Lags, in quarters, are given in brackets after the relevant 
variable. The results with short-term rates (for the sample of six 
countries) are very similar to those presented above. 
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TABLE 2.9.4 


Granger causality test results for output, inflation, interest rate and money 


yp t RL ! р t m t yp t RL t p t m Ane 
rr RT ILD Bit Hel eater 
Lagged | 

variables 

ур(-1)  -0.023 0.51 0.002 0.07 0.153 1.64 0.228 3.19 —0.023 0.52 0.001 0.06 0.159 1.64 0.227 3.18 
ур(-2) -0.005 0.10 0.050 2.27 —0.134 1.43 —0.117 0.16 —0.005 0.11 0.050 2.27 —0.135 1.44 —0.013 0.17 
ур(- 3) 0.071 151 —0.017 0.74 0.207 2.17 -0.000 0.00 0.071 1.53 —0.016 0.71 0.209 2.19 0.001 0.02 
yp(— 4) 0.051 116 0.019 0.90 0.183 2.01 —0.064 0.92 0.054 1.23 0.024 1.12 0.191 2.10 —0.057 0.82 
RL(- 1) 0.106 1.24 0.912 22.52 0.846 4.88 —0.452 3.41 0.095 111 0.896 22.18 0.819 4.70 —0.476 3.57 
RL(—2) —0.245 2.11 0.034 0.62 —0.300 1.26 0.188 1.04 —0.245 2.11 0.034 0.62 —0.300 1.27 0.187 1.04 
RL(-3) —0.118 1.03 0.118 2.13 —0.057 0.24 0.640 3.54 —0.120 1.04 0.116 2.12 —0.060 0.25 0.637 3.53 
ВГ (— 4) 0.189 2.18 —0.112 2.71 —0.410 2.31 -0.410 3.02 0.172 1.94 —0.138 3.31 —0.454 2.52 —0.448 3.25 
p(- 1) 0.041, 1:88... 0.1315 :25-- 0.240, ‚5.36... 0,106; 3.10) “0.0409! 1.8379 03012 21:13 -'0.237' °5.31 9+ 0:108'° 3.16 
р(=2) 0.035 1.58 0.180 1.68 0.203 4.45 —0.030 0.86 0.035 1.58 0.018 1.68 0.203 4.44 —0.030 0.87 
P(- 3) 0.006 0.27 —0.005 0.47 0.091 1.98 0.040 1.12 0.006 0.27 -0.005 0.50 0.091 1.97 0.393 1.12 
р(- 4) 0.021 0.99 —0.008 0.74 0.097 2.21 0.127 3.81 0.020 0.91 -—0.010 0.97 0.093 2.12 0.124 3.71 
m(— 1) 0.100 3.96 0.031 2.57 0.160 3.10 —0.244 6.19 0.098 3.88 0.028 2.37 0.155 3.01 -0.248 6.28 
m(-— 2) 0.014 0.54 0.006 0.48 0.001 0.15 0.087 2.12 0.011 0.42 0:001°' 0:12 =0.007 © 0213 0.080 1.94 
m(-— 3) O:055 ge Zale 0.023 1.87 0.022 0.42 0.193 4.76 0.050 1.92 0,017. 1.53. == 00917 020 0.183 4.47 
m(— 4) 0.094 3.70 0.015 1.21 0.075 1.45 0.044 1.10 0.091 3.53 0.010 0.78 0.066 1.27 —0.036 0.90 
TIME 0.005 1.13 0.007 3.54 0.012 1.39 0.0L1 32259 
x2 55.58 43.06 72.96 $2.10 55.10 37.16 73.74 52.44 
ЗЕЕ 0.0132 0.6338 0.0271 0.0208 0.0133 0.6281 0.0271 0.0207 
D-—W 2.034 2.000 1.985 1.984 2.032 2.006 1.988 1.980 


Note: The displayed numbers are the coefficients of VAR(4) regressions for the change rates of nominal output, yp, the narrow concept of money, m, and the GDP deflator, and for the 
nominal long-term rate of interest, RL. X 2 indicates the LR test statistics for the lagged values of the causal candidates. t-ratios are next to the coefficient estimates. Equations also include country 
intercepts which are not displayed. The sample period is 1965.1[-1983.1V. The critical value of the chi-square statistic at the 5 per cent level of significance is 21.00. When this analysis was carried 
out in'terms of real variables, the results were qualitatively almost identical and, in order to save space, are not displayed here. р 


tual demand and supply conditions in the commodity and 
labour markets. Instead, various spillovers from the monetary 
sector and, in addition, international commodity price develop- 
ments are probably more important. !75 


Given all this, it is obvious that real interest rates convey the 
effects of various macro-economic shocks, the important fact 
being that the duration of the effects is rather long. Previous 
studies have clearly indicated that it does make a difference 
whether or not real rates are constant over time (the fact that 
real rates are not constant over time is clearly evident from the 
basic data). '76 Altogether, the raw material price and interest 
rate shocks constitute a real problem which presumably has dif- 
ferent implications, in terms of the content and usefulness of 


175 The quantitative magnitude of these factors may be evaluated by 
computing some OLS estimates for the following simple inflation rate 
equation: 

(W) p = 10 country dummies 
+ 0.086 s + 0.030 т 
(4.39) (0.55) 
SEE = 0.0301, D—W = 2.384 
(UW) p = 10 country dummies 
+ 0.158 $ +0.139 т +0.358 у(—3) +0.289 p(— 1) 
(5.19) (1.91) (2.91) (7.75) 
SEE = 0.0479, D—W = 2.225, 
where the symbols are the same as in the previous footnote. 

'76 What is important here is the possibility that interest rates adjust 
more sluggishly than prices. Obviously, it is not easy to test this 
proposition directly. One experiment carried out was to regress the real 
interest rate and the rate of inflation against the same set of variables, 
i.e., у, т, $, g, TIME, r(—1), and p(— 1), and so obtain estimates for 
the matrix of partial adjustment coefficients: these suggest that the 
speed of adjustment of inflation is indeed faster than that of the real 
interest rate. 


+0.188 y(—3) +0.561 p(—1) 
(1.96) (17.17) 


economic policy, than pure monetary disturbances and the re- 
sulting temporary cyclical movements in real series. In the cur- 
rent situation, these conclusions seem to be especially relevant. 
If raw material prices continue to fall (due to dollar deprecia- 
tion) and if monetary policy continues to be relatively tight, the 
rate of inflation will continue to fall. This, in turn, might havea 
direct and positive effect on output, as suggested by the empiri- 
cal results in tables 2.9.1-2.9.3. Lower raw material prices, and 
particularly lower fuel prices, would also have a direct, positive 
effect on output in the same way as a fall in the rate of infla- 
tion. But a general decline in the rate of inflation and of infla- 
tionary expectations would not, at least in the short run, cause 
nominal interest rates to fall pari passu. This is even more likely 
because the direct effect of monetary policy, via the growth 
rates of the monetary aggregates, will not contribute to the de- 
crease in nominal rates, rather the opposite will be true. Thus, 
there is a possibility that real interest rates will stay high, or 
even increase, constituting an obstacle to higher economic 
growth in the medium term. 


APPENDIX | 


Comparison of results between a stochastic difference 
equation (1) and a Houthakker-Taylor specification 


In the case of the Houthakker-Taylor specification the lagged 
right-hand side variables of equation (1), except Y(— 1) and 
TIME, were introduced as additional regressors. То save space, 
ету the implied long- run elasticities (or semi-elasticities in the 
case of r and p*) for X, SS, GA, г and р® are displayed. The 
sample period is 1963.1-1983.1У; cross-country data are used 
in all cases. 
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Actual rate of inflation as a proxy for ре 


5 i uthakker- 
ом an, ea 
/ ; 
(W) (UW) (W) (UW) 
Хх 0.213 0.376 0.082, 0.271 
55 — 0.165 — 0.081 — 0.164 — 0.082 
СА 0.089 0.379 0.028 0.348 
г — 1.289 — 1.009 — 1.695 — 1.464 
ре — 2.053 — 1.319 — 2.782 —1.601 
VAR(4) prediction as a proxy for ре 
Хх 0.298 0.403 0.116 0.294 
55 — 0.199 — 0.094 — 0.125 — 0.094 
СА 0.130 0.388 0.064 0.347 
т — 0.622 — 0.607 — 1.046 — 1.239 
pe —2.768 — 1.526 — 2.961 — 1.787 
APPENDIX 2 


Testing the forecasting power of equation (1) 


The forecasting power and structural stability of the basic 
equation (1) was tested with respect to the period after 1979. II 
(which roughly corresponds to the time when monetary policy 
rules changed in some of the larger market economies). The 
equation was estimated from the sample period 1965.II- 
1978.ГУ, and used to forecast the period 1979.II- 1983 ЛУ. 
Forecasting was performed by using dynamic simulation. 


There is not enough space to present all the results here. 
Hence, only the results for a couple of representative equations 
are reported. The results with other specifications were qualita- 
tively very similar. 


First of all, the following OLS estimates were obtained for 
this new sample period 1965.II-1978.1V: 


(W) У = 10 country dummies 


+0.900 Y(—1) +0.015 X 
(41.80) (2.11) 
—0.015 SS —0.116r 
(4.00) (1.67) 
— 0.218 p* + 0.025 GA 
(3.98) (1.91) 
+ 0.069 TIME 
(4.08) 
SEE = 0.0120, D—W = 1.980 
(UW) У = 10 country dummies 
+ 0.867 Y(— 1) + 0.057 X 
(39.80) (6.21) 
—0.018 SS — 0.195 г 
(4.42) (2.87) 
— 0.250 po + 0.062 СА 
(4.56) (3.46) 
— 0.011 TIME 
(0.56) 


SEE = 0.0146, D—W = 2.171, 


where p* is derived from the VAR(4) model. The following 
statistics were computed to check the forecasting power of 
these equations: 


(W) (UW) 

Correlation coefficient (between 

actual (A) and forecast (F) 

уаез ов OF, SOR теор ihe. 1.000 1.000 
Root-Mean-Square Error........ 0.0158 0.0164 
Mean Absolute Error ........... 0.0117 0.0125 
Mean Error (А-Е)............. — 0.0040 0.0068 
Theil’s Inequality Coefficient .... 0.0022 0.0023 
Fraction of forecast error due to 

— DIAS saya tis Gus acid « ci gE 0.0642 0.1721 

— different variation......... 0.0001 0.0088 

— different co-variation ...... 0.9357 0.8192 
YET OPENS S oo od co obou-oune 1.1052 1.1508 
z(190) stability test statistic ...... 214.04 251.79 


(The properties of these statistics are discussed in A. 
Koutsoyiannis, Theory of Econometrics, 2nd edition, 1978, 
London, Macmillan Press. The z(k)-statistic is used in 
J. E. H. Davidson, О. Е. Hendry, Е. Srba, and S. Yeo, 
“Econometric Modelling of the Aggregate Time-Series Rela- 
tionship between Consumers’ Expenditure and Income in the 
United Kingdom’’, Economic Journal, vol. 88, December 
1978, pp. 661-692. The statistic is distributed as the Chi 
Square with 190 degrees of freedom so that the critical value 
at the 5 per cent level of significance is 258.96.) 


Clearly, the forecasting performance of these specifica- 
tions is very good. Moreover, the values of the Janus Quo- 
tient and the z(190) statistics indicate that equation (1) does 
not suffer from structural instability in terms of the period 
after 1979.1. This, in turn, suggests that the results thus far 
obtained are not extremely sensitive to the presumed changes 
in the monetary policy rules. 


APPENDIX 3 
Some analyses of the time-series properties 
of the output variable 

The estimation results for the period after 1974 seem to sug- 
gest that the output variable might follow a random walk with 
drift. This, in turn, suggests that the respective series cannot be 
characterized by a deterministic growth component and by a 
stationary ARIMA process as the cyclical component, but that 
the growth component itself is stochastic. This view is force- 
fully advocated in С. Nelson and С. I. Plosser, ‘‘Trends and 
Random Walks in Macro-economic Time Series’’, Journal of 
Monetary Economics, vol. 10, 1982, pp. 139-162: they find 
strong support for this view from US time series. In order to 
find out whether this property also holds for the data of this 
study, some preliminary tests were carried out. First, the OLS 
estimation results of the relevant autoregressive model, based 
on the pooled data for the whole period, were as follows: 
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(W) У = 10 country dummies 


+0.936 У(— 1) 
(79.05) 

+0.101 dY(—2) 
(2.57) 

+0.061 dY(—4) 
(1.52) 


SEE = 0.0121 D—W = 1.987 


(UW) Y = 10 country dummies 


+0.946 У(—1) 

(86.18) 

+0.033 dY(—2) 
(0.84) 

+0.168 dY(—4) 
(4.30) 


SEE = 0.0147 D—W = 1.956 


+0.047 d¥(—1) 
(1.22) 


+0.076 dY(—3) 
(1.89) 


+ 0.040 TIME 
(4.34) 


=: 05159.47 (a1) 
(4.09) 


20,0379) 
(0.94) 


+0.027 TIME 
(Cala) 


When the unit root hypothesis is formally tested by using the 
test procedure suggested by D. A. Dickey and W. A. Fuller (see 
their ‘‘Distribution of the Estimators for Autoregressive Time 
Series with a Unit Root’’, Journal of the American Statistical 
Association, vol. 74, June 1979, рр. 427-431; and ‘‘Likelihood 
Ratio Statistics for Autoregressive Time Series with a Unit 
Root’’, Econometrica, vol. 49, July 1981, pp. 1057-1072), the 
following results in terms of the tau and psi 3 statistics were 
obtained for the pooled sample and for a selection of individual 
countries: 
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tau psi3~ 
АТО. 5.44* 2.59% 
ИО СЗ А один ков 4.88* 20.51* 
AUSIMA Е ena hoe ete Del 6793- 
ОзнаЧа. RR Oe5 .. ма. 0.24 3.40 
Germany, Ред. Вер.оЁ)..... 10.5... 1.78 2.30 
Binland. Я с. Е 2.39 13.60* 
Ге Воры Patio oe 2. « cE eee 0.13 4.23 
tally ees ее... и 0.69 4.18 
Эдем sees о. eee РЯ 18 - 
Switzerland. ато 2.37 12.86* 
Wnited/Kinedonis: £Ae.. tse ene 1.76 2.16 
Wnited States vate! fo aan oc ome ee oer Aer 3.26 6.22 


* Indicates that the test statistic exceeds the corresponding | per cent critical 
value. 


Thus, the unit root hypothesis can be rejected at the 1 per 
cent level of significance when the pooled data are used suggest- 
ing that output does not follow a random walk. In contrast, the 
individual country estimates generally suggest the opposite 
conclusion, i.e., that output does follow a random walk. (The 
smaller countries, to some extent, represent conflicting 
evidence.) On the basis of the latter results it might therefore be 
concluded that the underlying growth component is itself 
stochastic. This, in turn, would suggest that macro-economic 
models which focus on monetary disturbances as a source of 
purely transitory fluctuations cannot explain a large fraction of 
the total fluctuations in output. Instead, ‘‘real’’ factors (such as 
the oil shocks) are needed to explain the behaviour of output. 
The fact that the growth component itself may be stochastic 
implies, of course, that the uncertainty as to the long-run rate 
of growth is considerably larger than would be indicated by 
deviations from some historical trend. 


2.10 ALTERNATIVE MEASURES OF PRODUCTIVITY GROWTH IN THE MANUFACTURING 


° SECTORS OF THE MARKET ECONOMIES 


(i) Introduction 


The analysis of productivity change generally focuses on 
labour productivity. However, this measure is only one facet 
of a wider concept embracing, among other things, capital 
productivity and total factor productivity (ТЕР), i.e., output 
per unit of combined factor inputs. The purpose of this note is 
to compare changes in labour productivity with changes in total 
factor productivity in the manufacturing sectors of 13 market 
economy countries in the ECE region over the last two decades. 
This is of interest because it can be argued that changes in TFP 
are a more relevant indicator of changes in economic efficiency 
than changes in partial factor productivity. Moreover, the con- 
cept of TFP is at the heart of the so-called growth accounting 
exercises, which attempt to allocate changes in output to 
changes in the quantity of factor inputs on the one hand and 
“other factors’’ on the other, the latter including technical 
change, changes in the skill composition of the labour force, 
economies of scale, resource allocation, intensity of demand, 
ес 7 


This note is organized as follows: in the following subsection 
(ii), the concept of TFP is introduced and some basic measure- 
ment issues are briefly mentioned. This is followed in subsec- 
tion (iii) by a more rigorous analytical derivation of the concept 
of TFP and its relation to the partial factor productivities. In 
subsection (iv) the results of the calculations are presented. A 
feature of the calculations is that they are based on the so-called 
Tornqvist index which can be shown to be superior to other 
formulae. No attempt is made here to provide an explanation 
of the observed changes in productivity growth. !78 


(ii) Some measurement issues 


(a) General considerations 


The measurement of productivity change requires statistical 
time series on the value of real net output on the one hand and 
the quantity of factor inputs used in the production of this 
output, on the other. In general, the focus of productivity 
analysis is on partial factor productivity, i.e., output in relation 
to either labour or capital. While these partial measures of 
labour or capital productivity are important indicators, it is 
evident that their development over time always mirrors the 
interplay of all factor inputs involved in the production process. 
Thus the productivity of labour depends on the efficiency of the 
machinery and equipment installed and the productivity of 
capital depends inter alia on the skills of the work force. In a 
similar vein, increases in labour productivity may not be the 
result of a greater efficiency of workers per se, but rather the 


177 For a recent survey of various growth accounting methods, see 
7. В. Norsworthy, ‘‘Growth Accounting and Productivity Measure- 
ment’’, The Review of Income and Wealth, No. 3, September 1984, 
pp. 309-329. 

178 This has been done by the ECE secretariat in previous studies 
published in United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1982, New York, 1983, pp. 36-53, and 
Economic Survey of Europe in 1983, New York, 1984, pp. 55-69. 
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consequence of the effects of the substitution of capital for 
labour in the production of a given level of output. 


In order to obtain an efficiency measure of production it is 
therefore important to relate changes in output to changes in 
total factor inputs, i.e., capital and labour combined. This 
measure—output divided by a weighted average of capital and 
labour—is usually called total factor productivity. The term 
multifactor productivity '79 is also used on the grounds that be- 
sides capital and labour there exist other ‘‘production factors’’, 
for example, research and development expenditures, that are 
generally not explicitly considered in the calculation of total 
factor productivity indices. 


Clearly, movements in total factor productivity are interest- 
ing because they show how the output that can be obtained 
from a given bundle of inputs changes over time. Changes in 
total factor productivity are also important in analysing the 
factors behind changes in labour productivity. In fact, the latter 
can be shown to reflect changes in capital-intensity on the one 
hand and total factor productivity on the other. 


(b) Measuring total factor productivity 


In order to calculate total factor productivity indices, capital 
and labour need to be combined with an appropriate set of 
weights. These weights are generally the respective factor shares 
in total cost. 180 Total cost here is defined as gross value added 
at factor cost, which in turn is the sum of the compensation of 
employees (labour costs) and gross operating surplus (capital 
costs). However, in calculating these shares an adjustment was 
made for the wage-income of the self-employed: it was assumed 
that the wage-income of the self-employed was equal to the 
average compensation per employee in total manufacturing in- 
dustry. 181 


There remains the issue of the measurement of the factor in- 
puts themselves. Labour input is measured for all countries by a 
time series on hours worked. The exception is Austria for which 
no reliable series for this variable could be obtained: in this 
case, labour input is measured by the total number of persons 
employed. 


Clearly, a series on hours worked is preferable to a series on 
persons employed because the former provide a more reliable 
picture of changes in effective labour input. Thus, for example, 
the average hours worked per week by an employee have de- 
clined significantly over the period examined here. Moreover, 
there is an increasing number of persons working part-time but 
who, in the series of persons employed, receive the same weight 
as a full-time employee. 


The measurement of capital input is much less straightfor- 


179 This is the term used by the US Bureau of Labor, which started 
to compile series on multifactor productivity on a regular basis in 
1983. See Jerome A. Mark and William H. Waldorf: ‘‘Multifactor 
productivity: A New BLS Measure’’, in Monthly Labor Review, 
December 1983, pp. 3-11. 

180 See subsection (iii) below on this point. 

181 Any such adjustment is necessarily ad hoc given the lack of any 
precise information on this ‘‘wage component”’ of the gross operating 
surplus. 
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ward. Basically, two different measures exist, the gross and the 
net capital stock. Both series are compiled on the basis of the 
so-called perpetual inventory method, which accumulates in- 
vestments from a given benchmark year value. However, the 
gross stock assumes that the services of a specific investment 
vintage remain unchanged until the end of its assumed service 
life (when the vintage is retired from the stock). In contrast, the 
net stock is compiled on the assumption that the efficiency of 
capital declines over the lifetime of a capital good and therefore 
a corresponding amount for depreciation is deducted. 


There is some disagreement in the literature as to which of 
these two capital stock measures is more appropriate in the con- 
text of productivity investment. Some researchers prefer the net 
concept, others the gross, and some even use a weighted aver- 
age of the two. In the calculations reported below the real gross 
stock has been used because it is generally believed to be closer 
to the concept of productive capacity which is relevant here. 82 


An important issue that has featured prominently in 
productivity analysis over the last few years is the question 
of the proportionality between the stock of capital and the flow 
of capital services and, related to this, the assumed length of 
service lives of capital goods entering the capital stock. 


It is widely suspected that the energy price shocks of the 
1970s, together with changes in international competitiveness, 
have made part of the existing equipment prematurely obsolete. 
To the extent that existing capital stock measures do not take 
this accelerated rate of scrapping into account—because they 
are compiled on the assumption of a given, constant service life 
of capital goods—they would correspondingly overestimate the 
existing stock, underestimate the rise in capital productivity and 
overstate the slowdown in total factor productivity growth. 
This is a highly complex theoretical and empirical issue 183 that 
has not yet been resolved. It may also be argued, for example, 
that these energy price shocks have probably had a more signifi- 
cant effect on capital goods that were in any case close to retire- 
ment and that therefore the total effect is likely to be 
negligible. 184 


Another relevant issue is the following: when measuring the 
capital input into the production process the assumption is gen- 
erally made that the flow of capital services into the production 
of output is proportional to the available capital stock. This as- 
sumption is often made faute de mieux. What is really needed is 
a time series on ‘‘machine hours’’, but such data are not 
available and, hence, it is not possible to distinguish between 
changes in capital stock and changes in the utilization of a given 
stock. The latter, however, may be important and are brought 
about by increasing shift work, increases in the importance of 


182 “While both concepts have their uses, it is the gross stock which 
corresponds to productive capacity and which therefore features 
prominently in empirical studies of production and investment.’’ See 
М. Sumner, “А Note on Replacement Investment’’, Oxford Bulletin 
of Economics and Statistics, vol. 47, No. 4, 1985, pp. 395-400. 

183 See, e.g., Martin М. Baily, ‘‘Productivity and the Services of 
Capital and Labor’’, Brookings Papers on Economic Activity, No. 1, 
1981, pp. 1-50; E. R. Berndt and D. O. Wood, ‘‘Energy Price Changes 
and the Induced Revaluation of Durable Capital in U.S. Manufactur- 
ing During the OPEC Decade’, MIT Energy Laboratory Report 
No. 84-003, Massachusetts Institute of Technology, Center for Energy 
Policy Research, March 1984, and Erik Biorn, ‘‘Energy Price Changes 
and Induced Scrapping and Revaluation of Capital — A Putty-Clay 
Approach’’, Central Bureau of Statistics, Norway (Mimeo), July 1985. 


181 All this illustrates the intricacies surrounding the compilation of 
capital stock series, and Solow’s remark that ‘‘the capital time series is 
the one that will really drive a purist mad.’’ Зее В. М. Solow, 
““Technical change and the aggreate production function”’ 
Economics and Statistics, vol. 39, 1957, pp. 312-320. 
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continuous production processes and in the efficiency with 
which fixed capital is used 185 and, last but not least, fluctua- 
tions in the level of demand for goods. (о ^ A ore 


Clearly, in calculating total factor productivity and, of 
course, capital productivity, it can make a substantial dif- 
ference whether a statistical measure of capital installed or of 
capital effectively used is employed. It should therefore be 
noted that in the calculations reported below the effects of 
changes in machine hours show up as part of the changes in 
total factor productivity. 186 The point to emphasise here is that 
this is not a trivial matter, inter alia, because changes in the 
utilization of a given stock of equipment (for example, because 
of more shift work) can themselves be seen as resulting from the 
economic parameters (prices and costs) facing the firm. 187 To 
come somewhat closer to the concept of capital used, however, 
the available capital stock series used in this note has been 
multiplied by an index of capacity utilization in manufacturing 
industry. 188 Unfortunately, such an index 15 not available for 
all the countries covered and therefore the productivity growth 
rates are shown with and without the adjustment for changes in 
utilization rates. 


(iii) An analytical derivation of total factor productivity 


The analysis of changes in total factor productivity is rooted 
in the theory of cost and production. Denoting real output by 
Y, labour input by L, capital input by K and the effects of 
neutral disembodied technical change by A(t), the aggregate 
production function (for, say, manufacturing industry) can be 
expressed in a general form as: 


CU RY = Alp) eK) 


It is furthermore assumed that the production technology can 


185 See Murray Е. Foss, ‘‘The Utilization of Capital Equipment: 
Postwar compared with Prewar’’, Survey of Current Business, vol. 43, 
No. 6, June 1963, pp. 8-16, and by the same author: ‘‘Long-Run 
Changes in the Workweek of Fixed Capital, The American Economic 
Review, vol. 71, No. 2, May 1981, pp. 58-63. 


186 This utilization issue figured prominently in the famous exchange 
between Griliches/Jorgenson and Denison in the late 1960s. The 
former had used data on electric power use to adjust the capital stock 
for changes in utilization and found that the contribution of total 
factor productivity to increases in output in the United States had been 
much smaller than generally assumed. See D. W. Jorgenson and Z. 
Griliches, ‘‘The explanation of productivity change’, Review of 
Economic Studies, vol. 34, 1967, pp. 249-283, and Edward F. Denison: 
“Some Major Issues in Productivity Analysis: An Examination of 
Estimates by Jorgenson and Griliches’’. in Survey of Current Business, 
vol. 49, No. 5, Part Il, May 1969, pp. 1-27. It is only fair to say that 
this utilization debate has not really been settled. For an alternative 
way of adjusting capital stock for variations in capacity utilization rates 
employing modern duality theory see E. R. Berndt and M. A. Fuss, 
“Productivity Measurement with Adjustment for Variations in Capital 
and Capacity Utilization’, NBER Working Paper Series, Working 
Paper No. 8995, National Bureau of Economic Research, Cambridge, 
MA, May 1982. An empirical application in the productivity context to 
several west European countries can be found in В.В. Berndt and 
Dieter М. Hesse, ‘‘Measuring and Assessing Capacity Utilization in the 
Manufacturing Sectors of Nine OECD Countries’’, Working Paper 
No. 85-012WP, Massachusetts Institute of Technology, Center for 
Energy Policy Research, June 1985. 

187 See Gordon С. Winston, ‘‘The Theory of Capital Utilization and 
Idleness’’, in Journal of Economic Literature, vol. XII, December 
1974, pp. 1301-1320, and Walter Y. Oi, ‘‘Slack Capacity: Productive or 
Wasteful?’’, The American Economic Review, vol. 71, No. 2, May 
1981, pp. 64-69, and Robin Morris, The Economics of Capital Utiliza- 
tion, Cambridge University Press, 1964. 


'88 This is obviously a rather crude adjustment, but preferable to 


none at all. 
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be characterized by constant returns to scale, 189 Differentiating 
(1) logarithmically with respect to time gives: 
dlogY _ dlogYy 


i _ dlogk y 9105 4101. 
(2) 4 — 09102К dt 0 logL dt 
= dlogY  dlogA oe 
0d logA dt 
К Е + Slogy А 
(3) У d logK К 4 logL If dlogA A 


where a dot over a variable indicates a time derivative. 


In equations (2) and (3) д InY/d InK and д InY/@ InL are the 
output elasticities of capital and labour respectively, that is, 
they indicate, ceteris paribus, the percentage change in output 
associated with a one per cent change in the use of either capital 
or labour. Under conditions of perfect competition these 
output elasticities can be shown to be equal to the relative factor 
cost shares. Denoting these cost shares by ax (for capital) and 
а: (for labour) and setting д logY/d logA (a scaling factor) 
equal to | gives: 


(4) Yi K ib. A 

Equation (4) is the standard growth accounting formula 
which indicates that total output growth is equal to the sum of 
the appropriately weighted growth rates of factor inputs and a 
residual term (A/A). This latter term catches the effects of all 
the factors influencing output growth other than capital and 
labour: it is often referred to as a ‘‘measure of our ignorance’’. 
Alternatively, this ‘‘residual’’ has been defined as total factor 
productivity growth (TFP). It can be obtained, by rearranging 
equation (4), as the difference between total output growth and 
aggregate factor input growth: 


о А У 


Under conditions of constant returns to scale the cost shares, 
ax and a,, always sum to unity, which implies that ак-У/У + 
а. :У/У = Y/Y. By substituting this latter expression into (5) 
total factor productivity growth can be seen to be the weighted 
average of changes in capital productivity and labour 
productivity: 


Ao aft Saft f 
= ак ва 
(6 А Yiroq К Уши b 


The first term оп the right-hand side of (6) represents the 
growth rate of capital productivity and the second the growth 
rate of labour productivity (weighted by their corresponding 
cost shares). 


Equation (6) is also useful for the analysis of changes in lab- 
our productivity. Recalling that a, = (1 — ax) and rearranging, 
it follows that, in this accounting framework, changes in labour 
productivity are equal to changes in the capital-labour ratio 
(weighted by the cost share of capital) and in total factor 
productivity growth: 


(у “| {* -) A 
@Y ›2№У L K L/ А 


Equation (7) shows, ceteris paribus, that an increase in the 
capital-labour ratio is associated with an increase in labour 


189 This means that a doubling of a// inputs will lead to а doubling of 
output. 


productivity. Hence the importance of capital formation—in 
the pure accounting context—for the promotion of productiv- 
ity growth. However, as equation (7) is essentially a rearrange- 
ment of (6), it is appropriate to exercise some caution when 
interpreting changes in the K/L ratio and the rate of TFP 
growth as ‘‘causing’’ changes in the growth of labour 
productivity. 190 


Two features of equation (6) are noteworthy. First, the ex- 
pression for TFP-growth has been derived without specifying 
the functional form of the underlying production process. It 
has only been assumed that there are constant returns-to-scale 
and that technical change is of the Hicks-neutral form. !9! 


Second, the rate of change of total factor productivity in (6) 
is expressed in continuous form (using time derivatives) and the 
continuous TFP-index is given by the so-called Divisia Integral 
Index. !9? However, as output, capital and labour are not ob- 
servable in continuous form but only over discrete time inter- 
vals, the calculations reported below are based on a discrete 
approximation to the continuous Divisia index by employing 
the Tornqvist Index formula: !% 

(8) logA;—logA:-1 = (logY;—logY¢-1) 

— ax (102К, — [05К, _1) —a ur (1081, — 1021 1) 
where ax; and ат. are the arithmetic means of the cost shares 
for capital and labour respectively, in periods t and t—1. 


It may be asked why it is preferable to use the Tornqvist 
index rather than employ, for example, the traditional Cobb- 
Douglas accounting framework with constant weights. The lat- 
ter would be appropriate if the underlying production techno- 
logy is indeed Cobb-Douglas, i.e., characterized by an elasticity 
of substitution between factor inputs which is equal to one. 
However, this is not known a priori and would itself have to be 
estimated. Clearly, if the production technology is not Cobb- 
Douglas then any productivity index derived from this produc- 
tion function would yield biased results. In the absence of any 
precise information about the ‘‘type’’ of production technology 
in the manufacturing sectors of the countries covered here, it is 
preferable to choose a productivity index that corresponds, so 
to speak, to a production function of a very flexible form. This 
is, indeed, the case for the Tornqvist index. 194 


Finally, it should be noted that the use of discrete approxima- 
tions to the continous Divisia index of total factor productivity 
has a long tradition in the analysis of productivity changes and 
can be traced back to the well-known growth accounting studies 
of Solow !% and Jorgenson/Griliches. 19% 


190 See Е. В. Berndt, ‘‘Energy Price Increases and the Productivity 
Slowdown in United States Manufacturing’, in The Decline т 
Productivity Growth, Proceedings of a Conference held at Edgerton, 
Massachusetts, June 1980, The Federal Reserve Bank of Boston, 
Conference Series, No. 22, pp. 60-89. 

191 This means essentially that technical progress is not ‘‘biased”’ 
towards one input, i.e., it affects all factors equally. 

192 See В. С. О. Allen: Index Numbers in Theory and Practice, 
London 1975, pp. 178-182. 

193 See L. Térnqvist, ‘’Тве Bank of Finland’s consumption price 
index’’, Bank of Finland Monthly Bulletin, No. 10, 1936, pp. 1-8. 

194 See W. Е. Diewert, ‘‘Exact and Superlative Index Numbers’’, 
Journal of Econometrics, vol. 4, 1976, pp. 115-145. In Diewert’s terms 
the Térnqvist index is a ‘‘superlative’’ index because it is ‘‘exact’’ if the 
production function is linearly homogeneous and of the so-called 
Translog type, i.e., a second order approximation to an arbitrary linear 
homogeneous function. See also D. W. Caves, L. R. Christensen and 
W. E. Diewert, ‘‘The Economic Theory of Index Numbers and the 
Measurement of Input, Output and Productivity’’, Econometrica, vol. 
50, No. 6, 1982, pp. 1393-1414. 

195 See R. Solow, op. cit. 

196 р. W. Jorgenson and Z. Griliches, op. cit. 
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TABLE 2.10.1 


Changes in total factor productivity in total manufacturing industry 
(1: without capacity utilization adjustment; IT: with capacity utilization adjustment) 
(Average annual rates of growth) 


Selected sub-periods 
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ога ИВ I 3.9 0.6 4.3 4.3 3.4 0.5 Gee 
II Е т 
ОЕ УЕ I 5.0 1.8 6.7 Sis) Si 1.6 ar 
II : 
United Kingdom........ I 2.9 er Dhl 2.8 3.2 0.6 Dal 
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Notes: For the method of calculation of total factor productivity, see text. 
4 1964 instead of 1961 and 1982 instead of 1983. 

Ь 1963 instead of 1961. 

с 1966 instead of 1961 and 1981 instead of 1983. 


(iv) Results 
(a) Total factor productivity 


Table 2.10.1 shows average annual growth rates of total 
factor productivity (TFP) for different sub-periods of the last 
two decades. The general feature for all countries is a strong 
decline in TFP-growth after 1973. After 1973 rates of growth 
are 40 per cent and more below the rates recorded before the 
oil price shock. There is another noticeable deceleration after 
1979 in a number of countries (Austria, Canada, France, the 
Federal Republic of Germany) but also signs of a return to 
higher growth rates in others (Finland, Sweden, the United 
Kingdom and the United States). 7 It would have been 
desirable to have continued the TFP index until 1984 because 
this was a year of higher cyclical activity. Unfortunately, this 


197 As mentioned above in subsection (ii), for the United States total 
factor productivity indexes are also calculated by the US Bureau of 
Labor Statistics (BLS). The BLS estimates, which do not adjust the 
capital stock for changes in utilization rates, are virtually the same as 
those in table 2.10.1. The major difference is for the period 1965-1969 
when the slowdown in productivity growth indicated by the BLS series 
(from 5.0 per cent in 1961-1965 to 0.5 per cent in 1964-1969 is 
somewhat larger than estimated here—from 5.2 to 1.0 per cent). See 
United States Department of Labor, Multifactor Productivity 
Measures, Bureau of Labor Statistics, Washington, D.C., 3 October 
1985. 


could not be done because the capital stock data for these 
years are not yet available. The growth rates for 1979-1983 
are therefore probably downward biased in comparison with 
the period 1973-1979. Thus for example, in the United States, 
the most recent data calculated by the Bureau of Labor 
Statistics 1% indicate that for the period 1979-1984 the 
average annual TFP growth was 1.8 per cent, i.e., about 
twice as high as the rate for 1979-1983 shown in table 2.10.1. 
This reflects the very strong acceleration in TFP growth in 
1983- 1984. In fact, the BLS data show that from 1981 to 
1984 TFP rose at an average annual rate of 3.1 per cent, 
which brings it back to the trend for 1960-1973. These data 
make the slowdown in productivity growth look like a tem- 
porary deviation from its long-run trend and suggest that the 
factors impinging on the poor productivity performance may 
have been overcome. 


It can be seen that the capital stock utilization adjustment 
does not on average matter very much. This generally reflects 
the relatively small variations in capacity utilization rates be- 
tween the years compared here. The adjustment does, however, 
make a significant difference in the case of Canada for the 
period 1979-1983 where a negative growth rate (— 1.2 per cent) 


198 [bid. 


Alternative measures of productivity growth in the manufacturing sectors of the market economies 


is changed to a small but positive rate (0.4 per cent) and for the 
United States (from 0.9 to 1.6 per cent). In these two countries 
capacity utilization rates in 1983 were about 15 points (Canada) 
and 11 points (United States), below their 1979 rates. 


Finally, it is interesting to note that in the United States there 
was a sharp fall in productivity growth in the second half of the 
1960s. It is surprising that this earlier slowdown has received 


much less attention than the decline after the first oil shock in 
1973. 


(b) Labour productivity 


Changes in labour productivity (measured as output per hour 
worked) are shown in table 2.10.2. The basic features here are 
the same as those already observed for the development of total 
factor productivity. In all 13 countries the growth rates after 
1973 are markedly below the average rates for the 1960s and the 
early 1970s. (As with TFP, however, there was a marked de- 
celeration in labour productivity growth in the United States in 
the second half of the 1960s.) It is noteworthy that in some 
countries there was a strong recovery of productivity in the 
period 1979-1984 (see Finland, Sweden, the United Kingdom 
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and the United States): this probably reflects the stronger 
growth of output and/or the considerable amount of labour 
shedding that has occurred in manufacturing industry. 


(c) Capital productivity 


In some countries there was a relatively large, absolute de- 
cline in apparent capital productivity after 1973, as can be seen 
from the negative growth rates in table 2.10.3. This drop is 
most marked for the years 1979-1983, a reflection mainly of the 
low levels of output and demand. The importance of the latter 
is clearly demonstrated when the capital stock is adjusted for 
changes in utilization rates. This adjustment considerably re- 
duces the decline in productivity levels and in some cases com- 
pletely offsets the fall in apparent capital poductivity. This is 
most striking for Canada, the Federal Republic of Germany, 
the United Kingdom and the United States, but also occurs in 
the other countries. Nevertheless, there remains a relatively 
strong decline in capital productivity in the United Kingdom 
and, to a lesser extent, in the Netherlands and the United States 
even after the capital stock has been adjusted for changes in 
utilization rates. 


TABLE 2.10.2 


Changes in labour productivity 2 in total manufacturing industry 


Selected sub-periods 


1961- 1973- 1961- 1965- 1969- 1973- 1979- 

1973 1984 1965 1969 1973 1979 1984 
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WinitediStatesmeceecer sac 9.5 2.0 4.9 1.6 4.1 eS 2.6 


eee бо ее ЗИ Е  ЫЬ 


4 Output рег hour worked. For Austria, output per person employed 


b 1973-1983. 
© 1966-1973. 
d 1963-1973 
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TABLE 2.10.3 


Changes in capital productivity in total manufacturing industry 
(I: Apparent capital productivity; II: Adjusted for capital utilization) 


Selected sub-periods 
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Note: Capital is measured by the real gross capital stock. For Denmark the net stock has been used. Other notes as for table 2.10.1. 


Data sources 


1. Output, employment, compensation of employees, gross 
operating surplus 


AUSTRIA: 


Oesterreichisches Statistisches Zentralamt, 
Oesterreichs Volkseinkommen 1983: 

, Statistische Nachrichten Nr. 3/ 
1985 and Nr. 8/1985: 
Oesterreichisches Institut fiir Wirschafts- 
forschung (WIFO), Monatsberichte, Nr. 4/ 
1985 and Nr. 8/1985. 


Note that for Austria the time series for compensation of 
employees for 1964-1982 was estimated by the secretariat on the 
basis of industrial statistics relating to ‘‘wage bill’’ and ‘‘supple- 
mentary payments’’ compiled from the ‘‘Industrial Statistics’’ 
tape of the UN Statistical Office, New York. Note also that for 
this country total cost is measured as gross value added at mar- 
ket prices and not at factor cost, because data on indirect taxes 
and subsidies are not available for manufacturing industry. 


BELGIUM: 


EUROSTAT, National Accounts, Detailed 
Tables by Branch, various issues: 

, Studies on National Accounts, 
ESA, 1984: 
Structural Data Base, Tables by Branch, 
1960-1981 


INS, Communiqué Hebdomadaire, 


DENMARK: 


FINLAND: 


FRANCE: 


GERMANY, 
FEDS REP NOR: 


ITALY: 


NETHERLANDS: 


7.11.85, No. 2111, Comptes Nationaux, 
1975-1984. 


Danmarks Statistik, Nationalregnskabssta- 
tistik 1983 (1985). 


Central Statistical Office of Finland, Na- 
tional Accounts 1979-1984, and earlier 
issues. 


INSEE, Rapport sur les Comptes de la Na- 
tion, Series C, various issues. Data on com- 
pensation of employees for 1960-1981 have 
been obtained by direct communication 
from INSEE; the data for 1982 and 1983 
are secretariat estimates. 


Statistisches Bundesamt, Volkswirtschaft- 
liche Gesamtrechnungen, Reihe S.8, Revi- 
dierte Ergebnisse 1960 bis 1984. 


Istituto Centrale di Statistica: 

Annuario di Contabilita Nazionale, Vol. 
XII, 1983, Tomo I, Banca d’Italia, As- 
semblea Generale Ordinaria dei Partici- 
panti, Tenuta in Roma il giorno 31 Maggio 
1985, Anno 1984, Novantunesimo Eser- 
cizio, Appendice. 


EUROSTAT, National Accounts, ESA, 
Detailed Tables by Branch, various issues; 


Alternative measures of productivity growth in the manufacturing sectors of the market economies 


, Studies 
counts, No. 4, 1984, 


Structural Data Base, Tables by Branch 
1960-1981; 


CBS, Nationale Rekeningen 1984. 


on National Ac- 


NORWAY: Central Bureau of Statistics, National 
' Accounts, various issues. 
SWEDEN: Statistics Sweden (Statistiska Cen- 


tralbyran), Statistiska Meddelanden, 
National Accounts, various issues. 


UNITED KINGDOM: Central Statistical Office, National Ac- 

counts, 1985 edition and 1984 edition; 

‚ Economic Trends, Annual 
Supplement, 1985 edition: 

‚ Economic Trends, March 
1985; 
EUROSTAT, National Accounts, De- 
tailed Tables by Branch, various issues. 


CANADA: Statistics Canada, National Income and 
Expenditure Accounts, various issues; 

, Gross domestic product by 
industry, May 1985; 
OECD, National Accounts, vol. I1, De- 
tailed Tables, 1971-1983, Paris 1985. 


U.S. Department of Commerce, Bureau 
of Economic Analysis, direct commu- 
nication (for compensation of em- 
ployees and gross operating surplus); 

Survey of Current Business, July 1985; 
OECD, National Accounts, vol. П, De- 
tailed Tables, 1971-1983, Paris 1985. 


UNITED STATES: 


2. Hours worked 


The series on hours worked has been obtained for all 
countries, except Finland and Sweden, from the U.S. Bureau of 
Labor Statistics (BLS) /nternational Comparisons of Manu- 
facturing Productivity and Labor Cost Trends, Preliminary 
Measures for 1984, 10 June 1985 (table 4). The BLS data relate 
to all employees for the European countries and have been 
adjusted by the Secretariat to cover all persons employed. This 
was done by assuming that a self-employed person works the 
same number of hours as an employee. For Finland and 
Sweden the series on hours worked has been taken directly from 
the corresponding national accounts (see above). 


Data on hours worked are not available for Austria. 


3. Capital stock 
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Note that for the calculations reported in the text the original 
capital stock data referring to either the end of the year or the 
beginning of the year have been transformed to mid-year values 


by using the formula: 


K(t) = 0.5 (K(t) + K(t—)). 


AUSTRIA: 


BELGIUM, 
FRANCE, 
ITALY; 
NETHERLANDS: 


CANADA: 


DENMARK: 


GERMANY, 
ЕР ВЕР ОЕ 
NORWAY, 
SWEDEN: 


UNITED KINGDOM: 


UNITED STATES: 


F. Hahn, ‘‘Neufassung der Wifo-Kapi- 
talstockschatzung fiir die Industrie und 
das Gewerbe nach Branchen’’, Wifo, 
Monatsberichte 8/1983, and direct com- 
munication from the Oesterreichisches 
Institut fiir Wirtschaftsforschung. 


Direct communication from the Sta- 
tistical Office of the European Com- 
munities (EUROSTAT). 


Statistics Canada, Fixed Capital Flows 
and Stocks, various issues. 


Secretariat estimates. Investment series 
for equipment and structures for 1966- 
1981 were obtained from the Danish na- 
tional accounts (see above under 1). A 
benchmark value for 1970 was taken 
from a EUROSTAT series calculated 
for 1970 to 1980. This series was kindly 
made available by EUROSTAT. The 
series calculated by the secretariat is es- 
sentially a net stock series which does 
not differ significantly from the EU- 
ROSTAT series available for 1970- 
1980. 


As above, under 1. 


As above under | and direct commu- 
nication from the UK _ Central Sta- 
tistical Office. 


Survey of Current Business, February 
1981, October 1982, August 1983 and 
August 1984. 


` 


2.11 EARLY RETIREMENT SCHEMES AND UNEMPLOYMENT 


(i) Introduction 


Until the late 1960s the prevailing philosophy in most 
developed market economies was that unemployment was a 
macro-economic problem which could be solved by altering 
the level of effective demand, setting appropriate exchange 
rates and so forth. This view of policy was radically altered 
in the face of rising inflation which, after the first oil 
shock, became the major problem confronting governments: 
monetary and fiscal policies were now redirected to con- 
trolling inflation even at the expense of full employment. 
At the same time the view that deficiencies in the 
functioning of labour markets were at least partly 
responsible for the inflation problem gained considerable 
ground and thereby discredited demand management as an 
instrument for altering the level of unemployment: an 
increase in effective demand would not lower unemploy- 
ment, but would raise the inflation rate. Unemployment 
policies therefore shifted towards dealing directly with 
“supply-side’’ deficiencies in the labour market. This shift in 
focus was gradual partly because many policy makers in the 
late 1970s thought that once governments had made it clear 
that macro-economic policies would not accommodate infla- 
tionary pressures, labour markets would quickly adjust and 
the unemployment effects of disinflation, although possibly 
severe, would be short-lived. However this optimism proved 
unjustified and unemployment has climbed persistently (at 
least in western Europe) through the 1980s. This develop- 
ment, which was widely seen as evidence of a rise in the 
non-accelerating inflation rate of unemployment (NAIRU), 
contributed to a more determined attack on the “‘inflexibili- 
ties’’ of the labour market. This approach has stressed the 
role of real wages and has led to reforms of trade union 
laws, the abolition of minimum wage regulations, emphasis 
on the acquisition of appropriate skills and so on. However, 
although these measures may be important they do not 
appear to work very quickly and, some critics have argued, 
may not work well at all without the support of other 
policies. Be that as it may, the persistence of high rates 
of unemployment has increased the social and political pres- 
sures оп governments to alleviate the effects of unemploy- 
ment on particular groups such as the young or the long- 
term unemployed. This has led to an array of measures 
designed to reduce registered unemployment. Some of these 
measures, such as wage subsidy schemes, have been intended 
to raise the demand for labour, ! but a growing number 
of initiatives are simply aimed at shrinking the size of the 
labour force. These include restrictions on immigration and 
repatriation of foreign workers, the reduction of working 
time, work-sharing arrangements, increases ш the legal 
school-leaving age, and so on. One widely used method for 
reducing labour supply (and the active numbers registered as 
unemployed) is the early retirement scheme. 


Early retirement programmes, many of which were 


' For a survey and discussion of wage subsidies designed to 


boost the demand for labour see United Nations Economic Com- 
mission for Europe, Economic Survey of Europe in 1983, New 
York, 1984, pp. 38-54. 
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initially formulated to achieve social goals rather than labour 
market equilibrium, consist of several types of measure: (i) 
early retirement schemes introduced within the framework of 
social policies in favour of older workers and which have 
been expanded or more widely advertised during the reces- 
sion; 2 (ii) other schemes such as disability programmes into 
which not only health but also economic factors were 
introduced; 201 (iii) specific measures to promote premature 
retirement in direct response to the very high rates of 
unemployment in the 1970s. In practice, however, it is diffi- 
cult to distinguish between these three categories. 


Only incipient in the early 1970s, the trend towards using 
early retirement and disability programmes as a means of 
alleviating unemployment gained momentum as unemploy- 
ment rose and appeared to be little affected by other forms 
of direct labour market policies. This gradual blurring of the 
boundaries between the retirement, invalidity and employ- 
ment objectives of the measures has contributed to the 
enormous strains placed upon public and private pension 
systems, while the extent to which the schemes have 
alleviated unemployment remains controversial. 


Following a brief discussion of early retirement prog- 
rammes in general, an inventory of specific measures in 
different countries will be presented. The impact of the 
schemes on the labour force participation of older workers is 
then examined as well as the magnitude of the programmes. . 
Some of the schemes are then analysed in greater detail and 
provide the basis for some conclusions concerning the use of 
early retirement as a means of employment generation. 


(ii) The nature of early retirement schemes 


Early retirement schemes have been widely used to cope 
with the problems created by the introduction of new 
technologies and restructuring activities both of which may 
lead to redundancies among older workers who have dif- 
ficulties in finding alternative employment. These schemes 
can be categorized by target group (defined according to 


eligibility requirements), namely, employed workers, 
unemployed workers or disabled workers: 
(a) Early retirement for employed workers is often, 


though not always, in order to provide more employment 
for young people, a group that is suffering from dispropor- 
tionately high rates of unemployment. These schemes 
encourage workers nearing retirement age to leave the labour 
market prematurely. An example is the Job Release Scheme, 


2% For example, in the United States Social Security early retire- 


ment, with actuarially reduced benefits prior to age 65, was initially 
made available to women in 1956 and in 1961 to men. With the 
United States in the midst of the recession in 1961 and the 
unemployment rate at almost 7 per cent, it was recognized that due 
to long-term technological change, unemployed older workers 
would encounter enormous difficulties in finding employment. 

207 It should be noted that the expansion of disability prog- 
rammes was also partly a consequence of an evolution in the 
perception of good health and thus definitions of disability have 
been loosened not only for employment reasons. 
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Source: Appendix 1. 


introduced in the United Kingdom in 1977, initially only in 
the Assisted Areas, but later expanded to include all of 
Great Britain: it provides an early pension on condition that 
the employer hires an unemployed person, although not 
necessarily for the same position. In Denmark the imple- 
mentation in 1979 of a programme permitting early retire- 
ment attracted far more workers in the first year than 
expected; this scheme does not stipulate that another person 
be recruited to fill the vacancy left by the retiree; 


(b) Early retirement for unemployed workers normally 
requires that a worker be registered as unemployed for a 
specified period of time before becoming eligible for early 
retirement. For example, in France, the Guarantee of 
Resources Agreement between the employers’ federation and 
labour unions, provided a pension of approximately 70 per 
cent of pre-retirement pay to redundant workers at the age 
of 60 who agreed not to take other employment. Introduced 
in 1972, this plan was discontinued in 1984 when the normal 
retirement age was lowered from 65 to 60 years; 


(c) Disability pensions have been a standard feature of 
social security schemes for several decades. Awarded to 
workers who have a disability (physical or psychological) 
which either precludes gainful employment or only allows 
part-time employment, they were not explicitly designed to 
induce early retirement. Recently, however, they have been 
increasingly used to encourage early retirement by 
broadening the definitions of disability. 


(iii) Inventory of early retirement and disability pensions 


Appendix 1 provides a summary of many of the schemes 
that have been devised to encourage premature retirement 
from the labour force. The table indicates the diversity of 
such schemes as well as the extent to which they have 
become firmly rooted in labour market policy. While disa- 
bility pensions are not early retirement schemes per se, they 
have been included in the discussion as in a number of 
countries they have been increasingly used to reduce labour 
supply and unemployment. 

Generally, early retirement pensions tend to be limited to 


groups of workers who meet specified qualifying conditions, 
such as full or partial disability, unemployment, long service 


Availability of early retirement options 


Reduced 
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ог have been employed in arduous or hazardous occupations. 
In addition, in several countries those who are willing to accept 
an actuarially reduced pension can elect for early retirement. 


Among the myriad of existing schemes are those permitting 
partial or gradual retirement in France, the Federal Republic of 
Germany, Italy, Sweden and the United Kingdom, and a host 
of private plans in the United Kingdom and the United States. 
The schemes can operate at various levels, such as the nation, 
the industry, occupation or firm. The general trend has been to 
continually introduce new early retirement options so as to en- 
compass more workers. More recently, schemes based on agree- 
ments between the government and unions (France, the Federal 
Republic of Germany and Italy), between industries and unions 
(France, the United States) as well as company specific plans 
(the United States) have become more widespread. Table 
2.11.1 indicates that the range of early retirement options is 
greatest in Austria, Belgium, France, Federal Republic of Ger- 
many, Italy and Sweden; in Canada, Norway 2% and Switzer- 
land only disability pensions exist. 


As a consequence of the long-term trend in improving the 
conditions of workers and the implementation of broad socio- 
economic goals, legislative modifications of pension schemes 
have generally led to an expansion of the population covered, 
an increase in benefits, a lowering of the entitlement age and a 
relaxation of eligibility requirements. However, since the early 
1970s a number of developments have been based upon short- 
run cyclical considerations rather than long-term perspectives. 
Coinciding with rising unemployment in the late 1960s and the 
reduced ability of economically vulnerable groups, such as the 
aged and the disabled, to find and retain suitable employment, 
pressures mounted for additional initiatives. The result was a 
series of new plans combined with a relaxation and reinter- 
pretation of existing laws. For example, by 1975, provisions 
had been adopted in Italy for early retirement with full benefits 
for long service, while in Belgium, Finland, France and Sweden 
early retirement was permitted for reasons of involuntary un- 
employment; in Austria and the Federal Republic of Germany 
either condition was sufficient. 


Governments have tended to avoid lowering statutory retire- 
ment ages, preferring instead to rely on early retirement 


202 In Norway schemes have been implemented to encourage the 
continuation of work beyond the normal pensionable age of 67. 
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schemes. One possible explanation for this preference is that 
these schemes were intended to be temporary, whereas mod- 
ifying the statutory retirement age would imply a permanent 
change. Their temporary nature permits the review and adjust- 
ment of early retirement schemes in the light of the existing 
employment situation and reduces the possibility of early retire- 
ment being enshrined as an acquired right. 


As already noted, another development has involved disabil- 
ity pensions. In the Federal Republic of Germany, Finland and 
the Netherlands a series of changes in the definition of disability 
in the 1960s and 1970s provoked a substantial rise in the 
number of benefits awarded on this ground. In the Federal Re- 
public of Germany, the Federal Social Court issued rulings in 
1969 and 1976 requiring pension institutions to place greater 
emphasis on whether an appropriate job existed in adequate 
numbers before rejecting a claim for disability pension. In 
1973, legislation in Finland eased the statutory disability defini- 
tion by permitting a person’s overall social situation to be taken 
into account. That same year the Netherlands also broadened 
the definition of disability by bringing into consideration the 
likelihood of the disabled finding suitable employment. In 
Sweden disability pensions can be awarded on the grounds of 
redundancy without the applicant submitting to a medical 
examination and also in Norway the employment situation is 
one of the factors used to determine the degree of disability. 
Norway and Sweden, in addition, permit early retirement on 
grounds of ‘‘premature aging’’. Thus, in a number of countries 
many awards for total disability are actually made to those who 
are only partially incapacitated but for whom no suitable job is 
available. 


(iv) Labour force participation of older workers 


A multitude of factors acting alone or in conjunction with 
one another exert an influence upon a worker’s decision to 
withdraw prematurely from the labour force, that is before the 
normal statutory retirement age. These factors include the 
question of post- versus pre-retirement income, the unemploy- 
ment rate, the extent of social security benefits and the avail- 
ability of private pension plans, the tax structure and the infla- 
tion rate. Other factors while not economic (and more difficult 
to quantify) are no less important influences weighing upon the 
decision to opt for early retirement: these include job satisfac- 
tion, stress, ill health or disability, the desire for leisure, marital 
status and the presence of dependents. 


By encouraging workers to retire prematurely the schemes 
described above have contributed to one of the most prominent 
features of labour market developments since the early 1960s, 
namely, the unprecedented drop in the participation rates of 
older males. 203 Since 1960, but accelerating from 1970, labour 
force participation rates among men aged 60-64 have fallen pre- 
cipitously; the decline has been less sharp, but in most cases still 
substantial, for males aged 55-59. This fall has occurred despite 
modest increases in life expectancy at older ages, improvements 
in health and levels of education, as well as a long-term trend 
towards higher rates of inflation, all of which might have been 
expected to encourage workers to remain in the labour market. 


203 A substantial amount of research exists concerning the contribu- 
tion of early retirement schemes to falling male participation. See, for 
example, У. Reno and О. Price, ‘‘Relationship Between the Retirement, 
Disability and Unemployment Insurance Programs: The U.S. Experien- 
се”, Social Security Bulletin, vol. 48, No. 5, Washington, D.C., Мау 
1985; ‘Social Security, Unemployment and Premature Retirement”, 
Studies and Research No. 22, International Social Security Association, 
Geneva, 1985; ‘‘Bilan de L’Emploi’’, 1984, Dossiers Statistiques du 
Travail et de !’Emploi, No. 12-13, Paris, September 1985. 


Table 2.11.2 indicates the orders of magnitude of changes in 
the labour force participation rates of older workers. For 11 
countries of Western Europe and North America, the un- 
weighted average of activity rates for males aged 60-64 fell from 
60.6 per cent in 1975 to 44.0 per cent by around 1984. Within 
the relatively brief period between 1970 and 1984, activity rates 
of men in the age group 60-64 have plummeted in Belgium, 
Denmark, France, the Federal Republic of Germany and the 
Netherlands (more than 2.5 percentage points a year) and have 
declined more modestly in Italy, Sweden and the United States 
(less than 1.5 points a year). The average annual decline of 2.8 
points in France occurred despite pension rates which are very 
progressive between the ages of 60 and 65 and which might have 
been expected to discourage early retirement. 7% 


Falling participation rates have also characterized males aged 
55-59 in nine out of the ten countries for which data were 
available. However, in all the countries the average annual 
decline was considerably less than for men aged 60-64. This is 
not surprising given the fact that for the majority of pre-retire- 
ment schemes eligibility is limited to workers in the latter age 
group. For 10 countries the average unweighted activity rate of 
men aged 55-59 declined from 83.2 per cent in 1975 to 77.2 per 
cent around 1984. 


Generalizations concerning the tempo of changes in parti- 
cipation rates are difficult to make. Since 1980 the rate of 
decline in male participation for those aged 60-64 has tapered 
off in six countries (Austria, Belgium, Finland, the Federal 
Republic of Germany, Italy and Sweden) and it is possible that 
a lower limit is being approached in these countries. In France, 
the Netherlands, the United Kingdom and the United States, 
where the activity rates of males aged 60-64 years have generally 
been higher than in the previously mentioned countries, the 
decline in participation rates has accelerated since 1980. 


Trends in female participation rates are more divergent than 
those for males. Between 1970 and 1984, the participation rates 
of women aged 60-64 fell more than a 1/2 point a year in three 
countries and in six countries it scarcely changed (between 
—0.3 and +0.2 points a year). Sweden was exceptional in that 
there was a significant increase (1.1 percentage points a year). 
For women aged 55-59 participation rates declined only in 
Belgium and France between 1970 and 1984. Generally the 
male- female ratio of early pensioners has been approximately 3 
to 1, whereas, in recent years, in western Europe as a whole, the 
ratio of males to females in the labour force has been around 
1.6. One conclusion to be drawn from the data is that older wo- 
men, particularly those unmarried, remain longer in the labour 
force than older males. Among the possible reasons for this 
difference are the shorter time women spend in the labour force 
and their lower rate of pay which, together, result in the smaller 
lifetime earnings of women and thus lower pension benefits. 
Another factor is that early retirement programmes have been 
concentrated in industry, particularly manufacturing, where 
males are more predominant than in the total labour force. 


(У) Magnitude of early retirement and disability pensions 


Despite the widespread nature and large number of early re- 


204 In France, the lowering of the normal retirement age in 1984 
from age 65 to 60 does not appear to have had any noticeable impact 
yet on the trend in male participation. The activity rate for men aged 
60-64 was 2.5 percentage points lower in 1984 than in 1983, which is in 
keeping with the downward movement observed in the previous few 
years. It had been predicted that a decline in the retirement age would 
result in 350,000 additional people willing to retire. See, R. Cuvillier, 
The Reduction of Working Time, International Labour Office, 
Geneva, 1984, p. 63. 
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ba ae Labour force participation rates of older workers by age and sex 
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tirement schemes, pension data in sufficient detail to determine 
the magnitude of early retirement are not readily available in 
national statistical sources. One difficulty is the fact that, in a 
single country, several different pension funds may dispense 
pensions, without any agency collecting data on a country-wide 
basis. In France for example, there are over 100 different pen- 
sion funds. Information on the numbers of early retirees, their 
previous occupational and industrial distribution and the costs 
incurred, is for the most part not regularly published or not 
published at all. In the United States a vast array of private pen- 
sion schemes (about 500,000), operating independently of the 
Social Security System, makes data collection extremely diffi- 
cult. 2°5 In recent years a number of American companies have 
offered ‘‘golden handshakes’’ or early retirement to employees 
as a means of reducing their work force without the data being 
reported to the Social Security authorities. 2%6 Table 2.11.3 


205 A 1979 survey of private pension plan coverage found that about 
50 per cent of all men and 31 per cent of all women who were employed 
in private industry were covered by private pension plans. G. Rogers, 
Pension Coverage and Vesting Among Private Wage and Salary Work- 
ers, 1979: Preliminary Estimates from the 1979 Survey of Pension Plan 
Coverage, Working Paper No. 16, Office of Research and Statistics, 
Social Security Administration, Washington, D.C., 1980. 


206 In the United States the prevalence of early retirement options in 
the pension plans of medium- and large-sized firms was confirmed in a 
study by the Bureau of Labor Statistics which estimated that 58 per 
cent of workers were included in plans that permitted early retirement. 
“Employee Benefits in Medium and Large Firms’’, Bureau of Labor 
Statistics, Bulletin No. 2176, August 1983, Department of Labor, 
Washington, D.C. 


provides some data on the size of the various programmes 
which, if aggregated, indicate that in western Europe and 
North America in 1984 there were, at minimum, over 5 million 
recipients of early retirement pensions and at least 11 million 
recipients of disability pensions. To the extent that private 
pension plans are operating, the numbers are underestimated. 
The absence of data for various countries, however, does not 
imply the non-existence of such schemes. To gauge the relative 
size of these programmes, the number of disabled as a propor- 
tion of the total labour force and early retirees as a proportion 
of the appropriate age group has also been calculated. 


Many of the legislative and policy changes are reflected in the 
data. The number of disability pensions in force as a percentage 
of the labour force in the Federal Republic of Germany in- 
creased from 6.4 per cent to 8.7 per cent between 1975 and 
1984, rose from 7.9 per cent to 9.4 per cent in Finland between 
1970 and 1983 and almost tripled in the Netherlands between 
1970 and 1984 (from 4.4 per cent to 12.2 per cent). For many 
years in the Federal Republic of Germany, the number of dis- 
ability pensions awarded to men exceeded the number of retire- 
ment pensions. During the 1970s the proportion of traditional 
pensions fell from 40 per cent to 10 per cent of the total as a 
consequence of the high take-up of early retirement and disabil- 
ity schemes. Another factor contributing to the growth of dis- 
ability pensions in a number of countries is that replacement 
ratios (benefits as a proportion of previous earnings) are often 
higher for disability than for unemployment payments and in 
some cases exceed pre-retirement income. The rapid growth in 


100 
Country Programme 
Аа... Long-service/unemployment Number of persons 
% of population 55-64 
Belgium’ :...- Early retirement > Number of persons 
% of population 55-64 — 
Denmark .... Voluntary early retirement Number of persons 
% of population 60-69 
Disability Number of persons 
% of labour force 
inland. Unemployment Number of persons 
% of population 60-64 
Special early retirement Number of persons 
% of population 55-64 
Disability Number of persons 
% of labour force 
Gane weyers Early retirement Number of persons 9 
% of population 55-64 
Germany, 
Fed. Rep. of Early retirement Number of persons 
% of population 55-64 
Disability ! Number of persons 
% of labour force 
ЕЛА добобо бе Disability Number of persons 
% of labour force 
Netherlands .. Early retirement Number of persons 
% of population 60-64 
Disability Security/General Number of persons 
Disability Act % of labour force 
Norway ..... Disability = Number of persons 
% of labour force 
а ЭПонносс Flexible (partial) Number of persons 
retirement % of population 60-64 
Disability Number of persons 
% of labour force 
United 
Kingdom .. Job Release Scheme Number of persons 
% of population 60-64 
Early retirement Number of persons 
% of population 60-64 
United States . Early retirement ! Number of persons 
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TABLE 2.11.3 


Number of beneficiaries of selected early retirement and disability pensions * 


Disability Insurance 
Programme ™ 


% of population 60-64 
Number of persons 
% of labour force 


Source: See appendix 2. 


4 Beneficiaries are in thousands. 


Ь Includes contractual, statutory and special schemes. 


© 1977, 


Ч 31 December. 


© 31 July: 


Г Includes occupation and employee disability pensions. 


the United States disability programme, however, is surprising 
as the criteria for disability have remained quite stringent and 
the programme is not intended to pay benefits to either healthy 
unemployed workers or to those with only marginal impair- 
ments. Nevertheless, the number receiving disability benefits 
rose sharply between 1970 and 1980. 207 


One basic feature distinguishing national disability criteria is 


207 A recent study concerning the United States concluded that the 
increasing relative generosity and/or leniency of disability programmes 
have had a statistically significant but small impact on the work choice 
of older workers. Older low-wage earners with health problems are 
identified as those most responsive to changes in programme benefits. 
К. Haveman and В. Wolfe, ‘‘Disability Transfers and Early Retire- 
ment: A Causal Relationship?’’, Journal of Public Economics, vol. 24 
(1984), pp. 47-64. 
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| Retired workers aged 62-64 receiving Social Security benefits in December of each year. 


™ Includes dependents and only payments under Social Security. 


the minimum reduction of work capacity required for eligibil- 
ity. In the Netherlands, a reduction of only 15 per cent is 
necessary, while in many countries it is between 50 per cent and 
66 per cent. In the United Kingdom and the United States the 
recipient is required to be totally incapable of work. It is 
interesting to note that in the Netherlands and in Sweden, 
where respectively only a 15 and a 50 per cent reduction in work 
capacity is required, over 85 per cent of the beneficiaries were 
receiving the full benefit in 1978. This contrasts sharply with 
systems that rate disability on a medical scale and where only a 
minority of beneficiaries receive the maximum benefit. 


Lack of data severely restricts the possibility of cross-country 
comparisons and makes it difficult to discern any clear pat- 
terns. This is certainly the case for the relationship between 
early retirement and declining male activity rates in the older 
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age groups. Of those countries with either a large proportion of 
early retirees, as in Finland, the Federal Republic of Germany 
and the United States (over 20 per cent of the appropriate age 
group) or of disability pensioners, as in Italy, Norway and the 
Netherlands (over 13 per cent of the labour force), only in the 
Federal Republic of Germany and the Netherlands has there 


been a substantial fall in the participation rates of males aged 
60-64. 


Looking at countries with the largest declines in participation 
rates, for example, Belgium, Denmark and the Netherlands, it 
might be concluded that this is a function of more favourable 
pension conditions, such as higher earnings replacement ratios 
and lower thresholds of eligibility as compared with, for in- 
stance, the United States where the declines in participation 
rates are much smaller and benefits less generous. While this 
may hold true to a certain extent, it should be borne in mind, 
however, that the decline in participation rates in the United 
States was not insignificant. Although social security policy in 
the United States was not used to foster early retirement, and in 
fact was modified to encourage the postponement of retire- 
ment, the proportion of men aged 62-64 who were out of the 
labour force rose from 31 per cent to 52 per cent between 1970 
and 1983. 208 In the United States the response to mounting un- 
employment has been to continue the traditional approach of 
temporarily extending the duration of unemployment benefits. 
Given the lower unemployment benefits and shorter eligibility 
period as compared with most European countries, the United 
States figures suggest that a discouraged worker effect might be 
operating, whereby older workers unable to find employment 
are dropping out of the labour force in order to collect ac- 
tuarially reduced pension benefits at an earlier age. 209 A nega- 
tive relationship between rising unemployment and older male 
participation is suggested by the data in Belgium, Denmark and 
the Netherlands where there have been substantial increases in 
unemployment and a large outflow of 60-64 year old men from 
the labour force. This contrasts with low unemployment 
countries such as Austria, Finland and Sweden where declines 
in the participation rates of men 60-64 have been smaller. 


Around 1980 there appears to have been a tapering off in the 
growth of disability pensions in some countries (Belgium, Den- 
mark, Finland, the United States) which has been offset to 
some extent by an acceleration in the number of workers taking 


208 Based on a detailed analysis of longitudinal data, a recent study 
concluded that the accelerating decline in labour force participation of 
elderly men between 1969 and 1973 in the United States can be ex- 
plained by the substantial increase in real Social Security benefits that 
took place in that period. See М. Hurd and М. Boskin, ‘‘The Effect of 
Social Security on Retirement in the Early 1970s’’, Quarterly Journal 
of Economics, November 1984, vol. XCIX, No. 4, pp. 767-790. 

209 Despite the accumulation of a considerable body of research, a 
comprehensive understanding of cyclical labour market behaviour does 
not yet exist. The relationship between cyclical variations in labour 
force participation and unemployment in terms of added workers and 
discouraged workers continues to create controversy. If during reces- 
sions job hunters become discouraged and withdraw from the labour 
force, then measured unemployment would be artificially deflated. On 
the other hand if during a recessionary downturn people enter the 
labour market looking for jobs (added worker effect), possibly due to 
an out-of-work spouse, recorded unemployment will be higher. Ап 
analysis of monthly employment-status transition probabilities for the 
United States for the years 1968-1984 has led one researcher to suggest 
that during recessions the likelihood of an unemployed person drop- 
ping out of the labour force decreases while the probability of someone 
outside the labour force entering the labour force increases. This casts 
doubt on the widely held discouraged worker effect which would pre- 
dict just the opposite pattern. See M. Keeley, “Cyclical Unemploy- 
ment and Employment Effects of Labor Force Entry and Exit’, Fed- 
eral Reserve Bank of San Francisco, Economic Review, Summer 1984, 
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early retirement. 210 This may reflect the measures taken to re- 
strain government expenditures including the application of 
stricter criteria in the award of disability pensions. In Italy, the 
Netherlands and Norway the ratio of labour force participants 
to disability pensioners is approximately 8 to 1. 2!! 


An examination of the available data on early retirees 
classified by industry of previous employment reveals that early 
retirement is concentrated in sectors, particularly in manu- 
facturing, where the fall in employment has been most pro- 
nounced, that is, textiles, clothing, engineering, metal 
industries and construction. In Belgium, France, the Federal 
Republic of Germany and the United Kingdom early retirees 
tend to be atypical of the total labour force, with unskilled and 
semi-skilled manual workers being overly represented and 
professionals and managers under-represented. The population 
of disability pensioners in Sweden is also heavily weighted 
towards unskilled workers in declining industries. 


(vi) Evaluating early retirement schemes 


How effective is the promotion of early retirement in reduc- 
ing unemployment? Given the popularity and enormous costs 
associated with early retirement schemes, the dearth of studies 
evaluating their real costs as well as their impact on unemploy- 
ment is surprising. A cost-benefit analysis of early retirement 
schemes would be a formidable task given the numerous factors 
to be taken into consideration and the difficulty of quantifying 
them. Leaving aside the question of quantification, a cost- 
benefit taxonomy is shown in table 2.11.4 displaying the gains 
and losses associated with early retirement schemes for partici- 
pants, employers and governments. Even if the variables can 
only be roughly quantified, such an accounting framework can 
highlight the equity considerations involved as well as questions 
of economic efficiency. One element not appearing in the table 
is the deadweight cost of payments to persons who would have 
retired anyway. 


An important issue is the extent to which retirees are replaced 
by other workers. As few countries have monitored schemes in 
progress or have incorporated an evaluation component into 
them, estimating the overall impact on employment is 
hazardous. Based on various published studies, table 2.11.5 
provides, for selected schemes, estimates of the proportion of 
early retirees that have been replaced by other workers. The 
replacement rates vary from a low of 25 per cent in the Nether- 


210 In a number of studies carried out in the late 1970s it was shown 
for the Nordic countries that regional variations in disability density 
could be explained by the regional unemployment rate, while in the 
United States, the increase in the number of disability benefit applica- 
tions was linked to the unemployment rate. See P. Siren, ‘“Taloudel- 
lisen tilanteen ja tyokyvyttomyyden valiset sushteet’’, Tyokyvyt- 
tomyys-tutkimuksen tehtavat ja mahdollisuudet. A:15/1979, Social 
Insurance Institution, Helsinki, 1979; M. Lando, M. Coate and R. 
Kraus, ‘‘Disability Benefit Applications and the Economy’’, Social 
Security Bulletin, Washington, D.C., October 1979. 

211 In view of the steady climb in disability payments, the Govern- 
ment of the Netherlands imposed more restrictive criteria for the deter- 
mination of disability and made a number of budgetary cuts in the pen- 
sion system in 1984. In the same year legislation came into effect in 
Italy, which eliminated the provision linking disability to the state of 
the labour market: the new act refers only to a reduction in work 
capacity based on an assessment of the physical and mental condition 
of the applicant. Likewise in 1984, the United States Congress passed 
legislation completely overhauling the disability programme. At pre- 
sent a review of all those on the Social Security disability rolls is being 
carried out. The new rules provide that individuals can only continue 
receiving disability benefits if there has been no medical improvement 
in their ability to work since the last evaluation. In a previous review in 
1981 100,000 people lost their disability benefits. 
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TABLE 2.11.4 
Benefits and costs of early retirement schemes 
to the programme participant, employer and government 
Benefits Costs 
i a Е ce it aan 
Programme participant retiree ...... — Value of pension — Value of salary 
— Value of leisure foregone 
— Social and psychological — Value of unemployment 
benefits of not being benefit foregone 2 
unemployed а 
Worker replacing retiree>.......... — Value of salary — Value of unemployment 
— Value of training and benefit foregone 
experience 
— Social and psychological 
benefits of not being 
unemployed 
ЕЮ уе се оные — Younger age structure of — Loss of experienced 
the work force worker 
— Value of lower salary 
expenditures 
Government te oer eee — Reduction in expenditures — Expenditures on early 
for unemployment retirement schemes 
benefits and other 
income transfer 
programmes 
— Increase in social — Decrease in social 
security contributions > security 
contributions ° 
— Increase in income taxes > — Decrease in income 
taxes © 
а Assumes retiree would have been unemployed in the absence of scheme. 
b For schemes which require that retiree be replaced with another worker. 
© For schemes in which retiree is not replaced with another worker. 
TABLE 2.11.5 indication of the difficulty involved in monitoring compliance - 
: with the rules. From this point of view, alleviating unemploy- 
Sula fee SRO ея ЕЯ ment by means of early retirement is much more costly in the 
% of retirees Netherlands where only one out of four early retirees is re- 
es ee НЯ Pan placed, as compared with France where under solidarity con- 
Belgium tracts virtually all jobs vacated by early pensioners have been 
Harlymetinement pension: aaser ctr cre eter cree 67 filled. 212 Even in those countries where the replacement of re- 
Denmark tirees is mandatory (Belgium and France), it appears that there 
Eanlymetirementschenicl eee een tater errr e 70-75 have been no studies of the employment of newly recruited 
Finland workers beyond the obligatory employment period which is 
RarlyretnenienilOnvetenals armenian ericnn cre 45 normally six months to a year. 
France 
Solidanity сонат 95 Another possible avenue of analysis would be to compare 
Germany, Fed. Rep. of early retirement costs with alternative policies such as un- 
Early retirement for long service. ............-+..++4.- 60 employment benefits. Table 2.11.6 compares the two policies in 
Netherlands terms of replacement ratios that is, the ratio of the pension or 
а ake ce a se as oe unemployment benefit to the previous salary. With the excep- 
ea : tions of France, where unemployment payments are sub- 
Ваза репо а и eo 50 к ы : 213 
ат stantially higher than those for early retirement, ата of the 
Jobreleasescheme’a:. & a. le. ae ee 70-75 Netherlands, where unemployment benefits are only slightly 


Sources: Social Security, Unemployment and Premature Retirement, Studies and Research, 


No. 22, International Social Security Administration, Geneva, 1985, pp. 37, 47; Efficiency of 


Labour Market and Employment Policy Measures, Study No. 82/6, p. 131, Commission of the 
European Communities, Brussels, 1982; М. Frossard, ‘‘Crise et cessations anticipées d’ activité: 
une comparaison internationale’, Travail et Emploi, Ministére des affaires sociales et de la soli- 
darité nationale, April-June 1983, No. 16, Paris, p. 24; Monthly Labor Review, October 1985, 
Department of Labor, Washington, D.C., р. 40; D. Metcalf, A/ternatives to Unemployment, 
Special Employment Measures in Britain, Policy Studies Institute, London, 1982; В. Layard, 
Unemployment т Britain, Causes and Cures, Centre Гог Labour Economics Discussion Paper 
No. 87, London School of Economics, 1981. 


lands to 95 per cent in France where replacement is mandatory. 
However, in Belgium, where under the early retirement scheme, 
replacement is also obligatory, the rate is only 67 per cent des- 
pite the provision for fines on offending employers. This is one 


higher, early retirement pensions have been equal to or greater 
than unemployment benefits in five countries and thus the 


212 


Assuming 15 per cent non-replacement and 10 per cent dead- 
weight cost it was estimated that under the Job Release Scheme in the 
United Kingdom the net cost to the exchequer of removing one person 
from the unemployment register was £676 in 1978. This was considered 
to be one third of the cost associated with a general reduction in the 
retirement age. D. Metcalf, Alternatives to Unemployment: Special 
Employment Measures in Britain, Policy Studies Institute, No. 610, 
London, 1982, p. 48. 


213 Despite the early retirement pension being smaller than the un- 
employment benefit in France, in 1983 the Government spent 43 billion 
francs on early retirement and 41 billion francs on unemployment 
benefits. 
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TABLE 2.11.6 


Comparison of early retirement and unemployment benefits 


< Country Е =" р 
ЕЕ не = о Б9 
Ве ая rac aby aR, т. ее. а... 67 67 
Берат Sat tec Е... 92 92 
AE ATRG 2 В. OS Eo he 80 44 
Васе о sas Sees Aah oe 65-75 90 
Genmany, Fed. Rep.Ofe,..s-2.a8.. Gis 68 
INGE etI ans се. М ее. 80-85 89 
SWecell бе Mee fe. oa Gh de. ee 85-90 82 


мрШ86 ees 
Sources: See appendix 1 and Economic Commission for Europe, Economic Bulletin for 
Europe, vol. 35, No. 3, Pergamon Press for the United Nations, September 1983, p. 292. 
4 Per cent of previous salary. 


6 Rate of disposable income replacement of an unemployed ‘‘typical worker’? (married 
worker with three dependents in 1982). 


© Based on monthly net salary of DM 2,214. 


strong preference shown by workers for early retirement is not 
surprising. Furthermore early retirement schemes are paid until 
the normal retirement age is reached, while entitlement to un- 
employment benefits usually lasts for a maximum of two years. 


Conclusions 


Even if early retirement schemes fail to boost the overall level 
of employment or to satisfy criteria of economic efficiency, 
they may still be judged as beneficial if employment is redis- 
tributed in favour of groups that suffer from dispropor- 
tionately high rates of unemployment. On the other hand, if 
workers who are already unemployed are redefined as early re- 
tirees, nothing has been accomplished to meet the aspirations of 
those who wish to return to work. In fact, the very existence of 
these schemes may remove any reluctance employers have to 
declare workers redundant. This would make early retirement a 
rather expensive method of disguising unemployment. 


There already exists an enormous potential outflow of older 
workers from the labour force as a consequence of demo- 
graphic aging; incentives to retire early can only reinforce the 
serious pressures on national economies through their impact 
on national pension schemes. Part of the strain can be traced to 
imposing upon pension funds a function for which they were 
never designed, that is, the narrowing of the gap between the 
supply of and demand for labour. 2!4 By fostering early retire- 
ment as an ad hoc method of lowering unemployment, there is a 
risk of institutionalizing a short-term policy response and of 
early retirement being regarded as an acquired right by future 
generations of retirees and thus difficult to eliminate. Given the 
growing propensity to early retirement and the aging of the 


214 In the United States the possibility of early retirement has been 
viewed less as a method to regulate the supply of labour and more as a 
means of providing a greater choice between work and leisure. In con- 
trast to other countries, under the Social Security Amendments enacted 
in 1983 the eligibility age for full retirement benefits was raised from 
age 65 to 67 to be gradually phased in between the years 2002 and 2027. 
In addition, the early retirement reduction in benefits claimed at age 62 
was increased from 20 per cent to 30 per cent, while the benefits for de- 
layed receipt of retirement benefits were increased from 3 per cent to 8 
per cent a year. These modifications were motivated by the urgent need 
to rescue the Social Security System from the brink of bankruptcy. 


population in most developed market economies, the continued 
viability of pension systems will require that a growing share of 
national income be devoted to the support of pensioners. 215 
This will have significant ramifications for macro-economic 
policies, public support programmes and levels of taxation. The 
strain оп pension schemes could be relieved by either increasing 
employment, boosting productivity, raising employee/ 
employer contributions or some combination of all three. As 
the first two options are a function of macro-economic 
developments, they are difficult for governments to control. 
The third possibility, being an administrative decision, would 
be relatively simple to undertake, although it could have serious 
and unintended repercussions. Burdening employers and 
employees with additional payroll taxes could be counter- 
productive as it may shrink the demand for labour or lead to 
inflationary wage demands. Higher taxation may stimulate 
even more retirement and promote a shadow or underground 
economy in which workers evade the payment of taxes. 216 Yet 
for early retirement pensions to be attractive they should not be 
actuarially discounted. 


Another factor to be taken into consideration is the social 
and political reaction when the redistribution of national 
product to the elderly is perceived as being at the expense of 
other groups such as children. In the United States the sub- 
stantial reductions in national programmes benefiting children 
have been seen by some observers as the result of the political 
power of the elderly in protecting Social Security benefits from 
cuts in government expenditure. 217 


From a long-term perspective the advisability of encouraging 
premature retirement seems highly questionable. Given falling 
birth rates and subsequent future contractions in the population 
of working age, the growth of the labour force in most de- 
veloped market economies is likely to be minimal by the end of 
the century. In addition, the ratio of pensioners to wage earners 
contributing to social security will rise. A more appropriate 
policy in these circumstances would be to raise the mandatory 
age of retirement and eliminate incentives to early retirement. 
Such a policy would also recognize the demand for higher educa- 
tion, which defers the entry of young people into the labour 
force, the fact of increasing life expectancy and the possibility 
that the premature retirement of part of the human capital stock 
may imply a considerable waste of scarce resources. 


215 А series of calculations carried out for nine countries of western 
Europe and North America indicated that, depending on the country, 
lowering the age of retirement from age 60 to age 55 in 1990 would re- 
quire that an additional 1.5 per cent to 3.4 per cent of gross domestic 
product be devoted to expenditure on pensions. See, Economic Com- 
mission for Europe, Economic Bulletin for Europe, vol. 35, No. 3, 
Pergamon Press for the United Nations, September 1983, p. 314. 


216 Econometric studies have shown that taxes imposed on wages 
have a statistically significant and quantitatively important impact on 
the probability of retirement. This raises the possibility of a self- 
reinforcing trend towards early retirement, leading to even lower levels 
of non-participation by workers unwilling to shoulder the burden of 
additional taxes. See, for example, H. Rosen, ‘‘What is Labor Supply 
and Do Taxes Affect it?’’, American Economic Review, May 1980, 
pp. 171-176. 

217 See $. Preston, ‘‘Children and the Elderly: Divergent Paths for 
America’s Dependents’, Demography, vol. 21, No. 4, November 
1984, pp. 435-457; ‘“‘Creating a New Class Among the Young, Poor’, 
International Herald Tribune, 29 October, 1985, p. 1. 
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Chapter 3 


CENTRALLY PLANNED ECONOMIES 
OF EASTERN EUROPE AND THE SOVIET UNION 


3.1 GENERAL ECONOMIC DEVELOPMENTS 


This section analyses recent and medium-term economic developments and also short- and medium-term pros- 
pects in eastern Europe and the Soviet Union. The growth rate of aggregate net material product of the seven 
countries concerned in 1985 (somewhat above 3.5 per cent) was below that in 1984. The expansion of gross 
industrial production was more stable. The Soviet net material product utilized for domestic consumption and 
accumulation increased faster than in 1984. Altogether the change of aggregate net material product produced 
т 1985 in the seven countries suggests a temporary departure from the underlying trend of growth rather than a 
change in the trend itself. In recent years, gains in efficiency have been achieved, but energy and raw material 
costs per unit of output remain high. Exports expanded less than imports and in some countries trade deficits 
reappeared with the developed market economies. Accumulation has recently tended to grow faster than total 
consumption. Five-year plan strategies, and also the annual plans for 1986, call for faster economic growth and 
increased efficiency. Part (i) offers a summary of current trends and prospects, and is followed by more detailed 
analysis of recent and medium-term growth (subsection (ii)), of factor inputs and efficiency (subsection (iii)), of 
foreign economic relations (subsection (iv)) and of changes in the allocation of resources for domestic utilization 
(subsection (v)). The underlying strategies for the period 1986-1990 are presented in subsection (vi) and policy 
objectives and prospects for 1986 in subsection (vii). 


(i) Summary of current trends and prospects 


The acceleration in the overall pace of economic growth in 
eastern Europe and the Soviet Union, which began in 1982-1983 
and was more or less maintained in 1984, did not continue in 
1985. Net material product (NMP produced)—national income 
originating in sectors of the material sphere—in the seven 
countries taken together accelerated to 4.1 per cent in 1983, 
eased to 3.8 per cent in 1984 and fell further to an estimated 3.5 
per cent in 1985. However, aggregate gross industrial output in 
the countries concerned in 1985 expanded by almost 4 per cent 
as compared with 4.3 per cent recorded in 1983-1984. This 
suggests that the change in the growth rate of NMP produced in 
1985 should be interpreted as a temporary departure from the 
pace of economic growth recently attained rather than a change 
in the underlying trend. Nevertheless, it is clear that the 
maintenance of that pace proved more demanding than had 
been assumed in the annual and five-year plans. 


In eastern Europe as a whole (Bulgaria, Czechoslovakia, 
the German Democratic Republic, Hungary, Poland and 
Romania), economic growth had accelerated in several previous 
years, resulting in a 7 percentage point change between 1981 
(when NMP produced fell by 2 per cent) and 1984 (when it rose 
by over 5 per cent). This acceleration was reversed in 1985; the 
combined NMP produced of the six countries in that year rose 
by about 3 1/2 per cent—only two thirds of the rate in 1984. 
However, aggregate industrial output of the six countries ex- 
panded by 4 per cent in 1985 as compared with 4.8 per cent in 
1984, which indicates that the pace of growth in the biggest 
sector of the economy did not change substantially. 
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In the Soviet Union, where stagnating gross agricultural 
output had already pulled down the growth rate of NMP 
produced to 3.2 per cent in 1984 as compared with 4.2 per cent 
in 1983, the level of gross agricultural production did not 
change in 1985. In contrast, Soviet gross industrial production 
in 1985 continued to expand at virtually the same rate as in the 
previous year (by 3.9 per cent compared with 4.1 per cent). 
Nevertheless the output losses in agriculture, and also in some 
manufacturing branches dependent on agricultural supplies, 
held back overall performance. In fact, Soviet NMP produced 
in 1985 increased by 3.5 per cent as compared with 3.2 per cent 
in 1984. Net material product utilized for domestic consump- 
tion and accumulation (NMP used) expanded by more than 3 
per cent in 1985 as compared with 2.6 per cent in 1984. Part of 
the rise in NMP used reflected a considerable fall in net exports 
(i.e., a smaller surplus on the balance of trade) compared with 
the previous year. 


Soviet performance in 1985 was close to the target envisaged 
in the annual plan (which refers to NMP used only), while per- 
formance in eastern Europe fell considerably below the ag- 
gregate growth target for NMP produced derived from the six 
countries’ annual targets for that year. 


A similar pattern emerges when five-year plan targets for 
1981-1985 and actual performance are compared. In the Soviet 
Union, the 3.2 per cent annual average growth rate of NMP 
used was close to that retained in the five-year plan (3.4 per 
cent), while the actual 2.2 per cent average annual rise in NMP 
produced in eastern Europe as a whole was considerably below 
the 3.3 per cent annual rate implied by their combined five-year 
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plan targets. But the annual and medium-term aggregate figures 
for eastern Europe as a whole conceal substantial differences 
among individual countries with regard both to targets and ac- 
tual performance. 


Changes in both supply and demand factors played a role in 
shaping economic developments throughout the area in 1985. 
On the supply side, an unusually harsh winter had a con- 
siderable impact in almost all the countries concerned. Coal and 
electricity production were adversely affected in most east 
European countries and in the Soviet Union, as was oil output 
in the latter, and transport services were also disrupted at the 
beginning of 1985. All countries but Czechoslovakia and the 
German Democratic Republic experienced energy shortfalls to 
a greater or lesser extent, which in turn held back performance 
in other sectors—particularly industry. Hence, the pace of 
economic growth in the first quarter mostly lagged substantially 
behind plans. In addition, the slower growth or even decline in 
Soviet oil output, energy shortages in several east European 
countries and subsequent production shortfalls in manufactur- 
ing, together with worse than expected agricultural per- 
formance, have all held back the growth of exports. Efforts to 
catch up partly compensated for these shortfalls in subsequent 
quarters in several countries, but in some of them the effects of 
output and export losses persisted over the whole year. In addi- 
tion, a prolonged drought, which extended over several years in 
Bulgaria and also in Hungary and Romania, affected agri- 
cultural output and exports. Hence, although the level of agri- 
cultural output in eastern Europe as a whole in 1984 was the 
highest on record, it is clear that this sector has had a destabiliz- 
ing effect on recent economic developments in most east 
European countries. In the Soviet Union, frequent shortfalls in 
agricultural output, and fluctuations in its growth in individual 
years, had a similar effect, and held back NMP growth consi- 
derably below the level which would otherwise have been 
achieved. 


On the demand side, the slowdown in world trade and, in 
particular, in the import demand of the developed market 
economies, combined with increasing competition from both 
developed and developing countries, contributed to the depres- 
sion of exports of most east European countries and the Soviet 
Union. The trade surplus recorded with the developed market 
economies in recent years probably turned into a deficit in the 
Soviet Union and also in some east European countries. The 
current account of eastern Europe as a whole nevertheless re- 
mained in surplus, albeit considerably reduced. Fresh credits 
obtained during 1985 were partly reflected in the $8-9 billion 
rise in overall indebtedness of the seven countries. Part of this 
can be attributed to the recent depreciation of the US dollar, as 
most of the foreign debt of the countries concerned has been 
denominated in non-dollar currencies. On the other hand, the 
long standing rouble trade deficit of the east European coun- 
tries in their trade with the Soviet Union may have shifted into 
surplus in 1985, reflecting an orientation towards more bal- 
anced Soviet-east European trade over the medium term. 


Because of substantially reduced trade surpluses, and con- 
trary to the position in recent years, resources for domestic use 
(NMP used) in the Soviet Union, as already mentioned, may 
have increased more than NMP produced in 1985. The same 
was true for some east European countries. No comprehensive 
data are as yet available about the allocation of resources for 
domestic use in 1985. Judging from partial information, accu- 
mulation appears to have increased faster than total consump- 
tion in 1985. Changes in private and public consumption were 
not uniform, but largely followed the trends laid down in pre- 
vious policies in each country. 


While recent developments in eastern Europe and the Soviet 
Union—in particular in 1985—can be interpreted in the light of 
short-term factors such as climatic conditions and external con- 
straints, these have not been decisive in the medium- and long- 
term. Previous issues of the Economic Survey of Europe, as 
well as analyses in the countries concerned, have pointed out 
the excessively high levels of energy and raw material consump- 
tion per unit of national output, the insufficient growth of 
labour productivity and declining capital productivity as under- 
lying factors inhibiting economic growth and competitiveness. 
Preliminary assessments of medium-term developments in 
1981-1985 indicate that, in most countries reviewed here, 
structural changes were implemented only slowly, and that a 
real transition to intensive, i.e., resource-efficient output 
growth is still to be achieved. 


In spite of considerable efforts, changes in management and 
planning have so far been insufficient to meet the challenge of 
the current stage of economic development. There is, however, 
no consensus as to whether this is a consequence of an in- 
complete implementation of the changes introduced in the 1970s 
and at the beginning of the 1980s, or whether inconsistencies 
between the measures introduced have played a role. 


The guidelines and other documents on the five-year plans 
for 1986-1990 include considerably higher output growth objec- 
tives than achieved in 1981-1985. This is particluarly so for the 
six east European countries: the combined NMP produced 
growth target for 1986-1990, according to provisional plan 
documents, is envisaged to be more than twice as high as at- 
tained in 1981-1985 (4.6 per cent against 2.2 per cent). In the 
Soviet Union—for which NMP used is the main planning ag- 
gregate—an average rate of 3.5-4.1 per cent annually is fore- 
seen, compared with 3.2 per cent recorded in 1981-1985. Ac- 
celerated economic growth is to be achieved mainly through 
more efficient use of all factor inputs—energy, raw materials, 
fixed assets and labour—as possibilities for expanding their use 
at previous rates seem to be exhausted. Hence, most countries 
now envisage a ‘‘radical’’ turnround towards ‘‘intensive’’, i.e., 
genuinely resource-efficient economic development. Accord- 
ingly, various changes in their management and planning 
systems are being discussed. 


Policy statements indicate that an increasing role in develop- 
ment is to be played by foreign trade—in particular through 
more intensive co-operation within the Council of Mutual 
Economic Assistance (CMEA). There are also indications that 
accumulation and investment will rise faster than consumption, 
reflecting the need to accelerate structural changes. Higher in- 
vestment growth, combined with a reorientation towards recon- 
structing and upgrading existing plant rather than building new 
capacity, may well presage higher demand for western tech- 
nologies and growing east-west trade. Developments in this re- 
spect will, however, depend on the buoyancy of inflows of con- 
vertible currency. Increases in living standards remain a high- 
ranking objective and are a central element of medium- and 
long-term economic and social development strategies in all 
seven countries. 


(ii) Recent and medium-term growth 


There are a number of reasons why an assessment of 
economic development in eastern Europe and the Soviet Union 
in 1985 is of particular interest. First, 1985 is the closing year of 
the five-year plan period which started in 1981, and thus the 
year on which assessment of many of the performance indi- 
cators for 1981-1985 as a whole will focus. Similarly, 1985 is the 
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base year for all five-year plan figures for 1986-1990 (except for 
agricultural performance and investment, where five-year aver- 
ages are usually compared rather than levels in 1985 and 1990). 
Last but not least, 1985 is the fourth year following the lowest 
_ post-war growth in aggregate NMP produced recorded for the 
seven countries combined (1.7 per cent in 1981). It is thus some- 
thing of a trial year for assessing the duration of a new trend 
, that may have started in 1982 and continued in 1983-1984. 


However, NMP produced, which has usually been applied as 
the main indicator of overall economic developments in the 
centrally planned economies, is sensitive to net output changes 
in some material-intensive sectors—particularly agriculture. 
Hence, annual volume changes in NMP produced do not neces- 
sarily reflect changes in the underlying trend of economic de- 
velopment. 213 Finally, in the preliminary plan fulfilment report 
issued in January each year, the Central Statistical Office of the 
Soviet Union reports only information on aggregate domestic 
uses (NMP used for domestic consumption and accumulation), 
whereas all the other countries in question report figures on 
NMP produced. To avoid distortions due to the aggregation of 
two different NMP sets, the last two issues of the Economic 
Survey of Europe incorporated secretariat estimates for Soviet 
NMP produced which ultimately proved to be fairly ac- 
curate. 219 Such estimates present considerable difficulties, since 
no precise annual figures are available at the time of writing on 
the changes in the items that distinguish NMP produced from 
NMP used. 220 Furthermore, such estimates become more ha- 
zardous if the relationship between the growth rates of NMP 
produced and NMP used changes in the year reviewed. Accord- 
ingly, the estimated growth rate of NMP produced in 1985 (3 
per cent) 22! reported in the pre-publication version of this 
Survey was used with caution, and interpreted together with 
gross output indicators of the main output sectors. Thus the 
findings on Soviet economic growth presented in that version 
are still valid although the Soviet Union communicated a new 
figure for NMP produced growth directly to the secretariat in 
March 1986—3.5 per cent instead of the estimated 3 per cent. 


218 During the last ten years or so, change in agricultural output as 
reflected in NMP growth rates masked the prevailing trends in the So- 
viet economy on at least two occasions. Judging only by the NMP 
growth rate of 2.2 per cent, the year 1979 would appear to have been 
the low point of a decelerating trend that started in the mid-1970s. 
However, the deceleration in fact continued, as the annual change in 
Soviet NMP produced in 1979 largely resulted from a bad harvest 
(gross agricultural output fell by more than 3 per cent—see Appendix 
tables B.1 and B.13). Conversely, agricultural performance also dis- 
torted the underlying trend of Soviet NMP in 1982, when a sharp up- 
turn in the growth rate of agricultural output (more than 6 percentage 
points—from а | per cent fall in 1981 to a rise of 5.5 percentage points 
in 1982), accelerated the growth of NMP produced. In fact the under- 
lying deceleration, as determined by the rate of growth of industrial 
production, continued until mid-1983. 

219 The ECE secretariat estimate of Soviet NMP produced in 1983 
was 4 per cent, as compared with the 4.2 per cent later reported in 
Soviet sources. The respective figures for 1984 were 3 per cent and 3.2 
per cent. See United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1983, New York, 1984, p. 101 and 
United Nations Economic Commission for Europe, Economic Survey 
of Europe in 1984-1985, New York, 1985, p. 89. 

220 These are net exports/imports (the surplus or a deficit on balance 
of trade) and compensation for losses paid during the year. 


221 The estimate of the growth rate of Soviet NMP produced in 1985 
in the pre-publication version of this Survey was based on a definition 
of NMP produced as the difference between gross material product 
(valovoi obshchestvenny produkt, hereafter referred to as GMP) and 
the sum of intermediate consumption and depreciation charges. The 
weighted growth rates of gross industrial, agricultural, construction 
and transport output, which accounted for some 92 per cent of the 
Soviet GMP in 1984 (see Narodnoe khozyaistvo SSSR у 1984 g., 
Moscow, 1985, p. 52), on a basis consistent with the GMP concept, 
indicate that the overall GMP of the Soviet Union in comparable 1984 
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Taking into account all the available information, it seems 
that the most important characteristics of recent and medium- 
term growth in eastern Europe and the Soviet Union can be 
summarized under a number of separate headings, and assessed 
in the light of the other details presented in tables 3.1.1 and 
3.1.2 and also in charts 3.1.1 and 3.1.2. 


(a) Direction and scale of changes in output in 1985 


As to the direction of changes, there is no doubt that 1985 
will be remembered as a disappointing year. Growth rates of 
NMP produced declined in all six east European countries- 
—something which has not occurred in any other year since 
1970 except 1978. This is also true for the Soviet Union in 1984- 
1985 as compared with 1983. However, despite the apparently 
similar direction of change, decelerating NMP growth does not 
mean the same for eastern Europe as for the Soviet Union, or 
for the individual east European countries. 


In eastern Europe as a whole, an acceleration in economic 
growth lasting for some years prior to 1985 had brought about a 
substantial change—from a 2 per cent fall in 1982 to a 5.3 per 
cent rise in 1984. It could have been expected that the NMP 
growth rate would not increase further. The combined 1985 
NMP produced target for the six countries in itself anticipated a 
half percentage point slowdown in 1984 (to 4.8 per cent). Ac- 
cordingly, though Czechoslovakia planned to maintain the 
growth rate attained in 1984 and Romania even targeted a fur- 
ther increase in its already high rate of expansion, for eastern 
Europe as a whole it is not so much the direction of changes in 
output growth performance that is striking, but rather their 
scale. The difference between output growth rates between indi- 
vidual countries is also worthy of note. 


The almost 2 percentage point decline in the combined NMP 
growth rate of the six east European countries in a single year is 
in itself a cause for concern, and this is clearly felt in some of 
them—the more so as the performance of most countries was 
considerably below the plan objectives. 


prices probably increased by 2.9 per cent. In the preliminary national 
report on developments in 1985, it was explicitly stated that the ‘‘ma- 
terial intensity of the social product (GMP—editorial note) decreased’’ 
(Pravda, 26 January 1985, p. 1). Intermediate consumption accounted 
for a very large share of GMP in 1984 (about 50 per cent). Since de- 
preciation charges account for a rather low share of GMP (8-9 per 
cent), changes in them would not significantly effect the results and can 
be ignored. Thus it was concluded that Soviet NMP produced in 1985 
increased at least in parallel with GMP, i.e., by no less than 2.9 per 
cent. 

Changes in the growth of NMP produced can be also estimated from 
the utilization side as well as from the production (origin) side. NMP 
produced in this case may be defined as NMP used plus net exports 
(when there is a surplus on balance of trade), or minus net imports 
(when there is a deficit in the balance of trade), plus compensation for 
losses paid during the year. Using estimates of foreign trade per- 
formance in 1985 (based on data reported for the first three-quarters of 
the year), it was calculated that in 1985 Soviet NMP produced grew 
more slowly than NMP used i.e.,—by less than 3.1 per cent. 

Taking into account the above facts, an estimate of 3 per cent was re- 
tained for the growth of Soviet NMP produced. However, it was also 
mentioned that most Soviet sources on the national accounting system, 
and also some editions of the national statistical yearbooks, contain ex- 
plicit warnings that the growth of NMP produced relative to the growth 
of NMP used also reflect certain structural issues—including changes 
in the structure of exports and imports. See, for example Narodnoe 
khozyaistvo SSSR у 1974 g., (Statistical Yearbook of the USSR in 
1975), Moscow, 1975, р. 797, and also M.R.Eidel’man, Statistika 
obshchestvennogo produkta i natsionalnogo dokhoda у SSSR (Sta- 
tistics of Social Product and National Incomes of USSR), Moscow, 
Statistika, 1980, p. 59. The possibility that Soviet NMP produced in- 
creased by more than 3 per cent, and thus by more than NMP used (3.1 
per cent) was explicity mentioned in the pre-publication version of this 
study. 
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TABLE 3.1.1 
Net material product 
(Annual percentage change) 
Plan Plan Plan Plan 
1976-1980 1981 1982 1983 1984 1985 1985 1981-1985 1981-1985 1981-19854 1986 
Bulgaria. ее... 6.1 5.0 4.2 3.0 4.6 1.8 4.1 Syn S17. 4.1 4.0 
Czechoslovakia ..... Diath —0.1 0.2 23 3.5 aye | 3.0 1.8 1.6-2.2 1.9 8:5 
German Dem. Rep. .. 4.1 4.8 2.6 4.6 55 4.8 4.4 4.5 5. 4.6 4.4 
Напа ee setae 2.8 2 2.6 0.3 25 =] 2.3-2.8 1.4 2.7-3.2 1.8 2.3-2.7 
Ройап4............. ИЛЬЕ. 6.0 5.6 3 al У Е dL - 
Romanidey, cess 7.2 2.2 2.7 9:7 7.7 5.9 10 4.4 ИЛ 6.9 10-12 
Eastern Europe...... 3.6 — 1.9 0.1 3.9 es a5 4.8 PIO! 3.3 (Ory Jab 
Омер mien 4.3 3:3 3.9 4.2 9.2 Bes 4.0* 3.6 925 ое 
3.84 3.24 3.54 3.64 2.64 3.14 3.54 3.24 3.44 3:34 3.8 
Eastern Europe and 
the Soviet Union... 4.1 ea 2.8 4.1 3.8 8.5 4.2 32 3.3-3.4 4.2 
Source: National statistics, plan and plan fulfilment reports. 
4 Five-year growth rate implied by the annual plans 1981-1985. 
b Three-year 1983-1985 average annual performance. 
© Three-year plan 1983-1985. 
4 Net material product used for domestic consumption and accumulation. 
TABLE 3.1.2 


Gross material product (GMP) 


(Annual percentage change) 


1976- Plan 
1980 1981 1982 1983 1984 1985 1986 

Bulgaria 

ОМ 5.9 529 3.3 3.6 4.4 РР ee 

ОУ ass onc mone oc 6.0 5.4 4.6 4.3 4.2 4.0 4.5 

ее ol 5.9 5.2 —7.2 7.0 —11.1 7.4 

Construction eee 5.9 5:9 3.0 Зи 4.8 1.8 322 
Czechoslovakia 

МР аа 37 0.3 1.1 3.0 1.9 2.6* 1.8 

О G tong. ih Rts Gb die 4.7 7 et 2.8 4.0 3.4 2.6 

АО po noone aoc 1.6 —2.5 4.4 4.2 4.4 — 1.6 0.4 

Gonstiiction.. ese: 3.0 —1.8 = 3:8 2.8 1.8 led 3 
German Dem. Rep. 

ОМ а eae 4.3 3) 0.3 2.8 За 42 a 

Е В 5.0 4.7 a} ый 4.2 4.4 3.8 

ОЭ 5555 nog0 ce 1-3 1.6 —4.0 4.1 6.2 3.0 0.8 

Consthuctioneeassae te 3.3 4.1 3.0 2.9 2.7 3.9 apr. 
Hungary 

GMPitotallnrer eee 3.4 DES 2.8 0.7 2.8 — 0.6* $ 

И обес 3.4 2.4 2.5 ile? 5) 1.0 vie) 

ее 2.9 2.0 7.3 = 2.9 — 6.0 3.3 

Сопина. 2.4 — 0.2 0.5 = 3:4 — 4.6 —5 1.0-1.5 
Poland 

ОВО 1:2 eal = 5.6 5.9 Sadi shy Ge 

WWMM IAPS cannocoooeus 4.7 — 10.8 —2.1 6.4 5.2 3.8 3.2-3.6 

И О Боровое 0.5 3.8 — 258 9.3 Sai, 0.9 1.1-2.7 

Constructions 4.044400 — 0.5 — 21.0 — 6.1 6.4 6.6 a 
Romania 

GME tO talleaaneeseteee 6.8 0.4 235 3.0 TS 3.8* 7.0-8.0 

О a6 dee aah ooc 9:5 2.6 1.1 4.7 6.7 4.9 8.5 

РАО Man ete Pelee 4.9 _ 0.9 7.6 —1.6 Е 0.1 6.5 

Construction» sees 5.8 -4.8 1.0 11.4 5. Э 
Soviet Union 

ОМ. 4.2 Be 33 4.3 3.6 229 

Industry ee 4.5 3.4 2.9 4.2 4.1 3.9 4.3 

О ооо 1.7 -1:0 Soo) 6.2 — (05 — 4.4 

Construction. ... Dal 2.6 2.9 3.8 1.8 2s 


Source: National statistics; Statisticheskii ezhegodnik stran-chlenov SEV 1984 
pp. 41-50; plans and plan fulfilment reports 


ee 


(CMEA Statistical Yearbook 1984), pp. 17-24; ibid., 1985 
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CHART 3.1.1 


Net material product and sectoral gross Output 


(Annual percentage change) 


= Net material product 
eee m= Gross agricultural output 
еее нее Gross industrial output 
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As for the diversity of changes among individual east 
European countries, the most pronounced and unexpected 
result occurred in Hungary, where a 2.5 per cent rate of 
growth in 1984 was followed by a 1 per cent decline in the 
level of NMP in 1985. The country next most affected was 
Bulgaria, where the almost 3 percentage point decline in the 
NMP growth rate between 1984 (4.6 per cent) and 1985 (1.8 
per cent) was comparable to that of Hungary. Poland is the 
third country where the deceleration was quite pronounced, 
its NMP growth rate of 3 per cent in 1985 being roughly only 
half of that recorded in the previous year. But it should also 
be noted that a similar deceleration had been envisaged in the 
Polish annual plan. The smallest change in the NMP growth 
rate occurred in Czechoslovakia, followed by the German 
Democratic Republic—these being the only countries in 
which the actual NMP growth rate was above the plan target. 
The highest rate in 1985 was claimed by Romania—almost 6 
per cent, as compared with 10 per cent envisaged by the 
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Source: National statistics, 


national plan. The continued high growth performance of the 
German Democratic Republic, the stability of development in 
Czechoslovakia in 1983-1985 and the reappearance of a 
contraction in NMP produced in Hungary can thus be singled 
out as the most striking features of NMP growth in the east 
European countries. 


It is considerably more difficult to assess the scale of output 
changes in the Soviet Union. As already mentioned, NMP 
produced in that country increased by 3.5 per cent, compared 
with 3.2 per cent in 1984 and 4.2 per cent in 1983. As for the di- 
rection of change, here again, in spite of the higher rate re- 
corded in 1985, the period 1984-1985 has witnessed a decelera- 
tion in the growth rate of Soviet NMP produced. The same is 
true for gross material product, which increased by 4.3 per cent 
in 1983, 3.6 per cent in 1984 and an estimated 3 per cent in 1985. 
However, the Soviet annual and five-year plans do not contain 
any target for NMP produced or for gross material product, 
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CHART 3.1.2 (Continued) 


ROMANIA 
10 Е 


АА 


1983 1984 1985 


1980 1981 1982 


SOVIET UNION 


1980 1981 1982 1983 1984 1985 


Source: National statistics. 


but refer instead to NMP used. Hence, though it is almost cer- 
tain that the growth of Soviet NMP produced and gross ma- 
terial product in 1984-1985 decelerated compared with 1983, it 
is not known whether the slowdown had been incorporated into 
the growth objectives for those two years, or whether actual 
growth rates have deviated from the growth path planned. Fur- 
thermore, the 3.1 per cent growth of NMP used in 1985— 
although above the 2.6 per cent rate of 1984—was below the 
rate envisaged by the annual plan for 1985 (3.5 per cent). 


(b) The medium-term significance of changes in 1985 


Once the direction and scale of changes in NMP produced— 
the main development indicator—have been determined for 
1985, the crucial issue is their medium-term significance. Put 
another way: are the changes in 1985 a temporary departure 
from the recently attained rate of about 3.5-4 per cent, or do 
they indicate a change in underlying trends? In answering this 


question, a number of issues relating, inter alia, to the growth 
of NMP itself should be borne in mind. 


In eastern Europe, as already shown, the 1985 decline in the 
combined NMP growth rate was the first following two years of 
acceleration. Thus, it would be premature to draw conclusions 
concerning a change in the trend, even though future growth 
could settle down at rates lower than the 5 per cent or more re- 
corded in 1984. In the Soviet Union, the slowdown in the 
growth of NMP produced—if it really happened—was the se- 
cond in consecutive years. This is also too short a period to 
draw conclusions about a change in trend. 


A more significant criterion for assessing changes in 1985 is 
the relationship between NMP growth and output performance 
in the main sectors of economic activity. However, since na- 
tional plan fulfilment reports rarely give net output data on 
sectoral developments, overall NMP produced growth rates can 
only be compared with sectoral gross output growth rates. 
Chart 3.1.1 and table 3.1.2 are both instructive in this respect. 
They clearly show a significant association between NMP 
produced and gross industrial output growth rates in both 
eastern Europe and the Soviet Union—in particular in eastern 
Europe. This is a normal reflection of the high share of 
industrial production in overall national output in all the 
countries concerned. 222 


If changes in the growth rates of NMP produced in 1985 are 
set against the accompanying changes in gross industrial 
production, it seems clear that the slowdown in 1985 was a tem- 
porary departure from the growth rates attained in 1983-1984, 
and does not signify a change in the underlying trend of 
economic activity. The pace of industrial expansion in the So- 
viet Union in 1985 remained virtually unchanged (about 4 per 
cent in both years), while in eastern Europe the deceleration 
was less than one percentage point (from 4.8 per cent in 1984 to 
4 per cent in 1985). Thus, the abrupt change in the growth rate 
of gross agricultural output in eastern Europe (almost 8 per- 
centage points, from a7 per cent rise in 1984 to a fall of around 
1 per cent in 1985) seems to be one of the main factors re- 
sponsible for the larger than expected decline in the growth rate 
of NMP produced. A similar explanation seems to be valid for 
the Soviet Union: its gross agricultural output stagnated in both 
1984 and 1985, affecting overall NMP performance both di- 
rectly—due to losses in net agricultural output itself—and indi- 
rectly, as a result of losses in industrial branches dependent on 
agricultural supplies. The latter factor was probably particu- 
larly important in 1985, since stocks of agricultural raw ma- 
terials from domestic production were probably then low, fol- 
lowing the poor harvest in 1984. 


Another argument supporting the interpretation that NMP 
changes in 1985 were a fluctuation around the trend of recently 
attained growth rates is grounded in certain abnormal features 
of industrial production itself. These are discussed in detail in 
section 3.3 below. The harsh winter, which brought about 
shortfalls in electricity, coal and oil production in several of the 
countries concerned, also disrupted the transport sector. This 
seriously affected industrial production in both eastern Europe 
and the Soviet Union. Subsequent effects on export deliveries, 
combined with higher than planned energy consumption, com- 
promised an already tight energy situation and adversely af- 
fected the balance of trade. This in turn imposed constraints on 
industrial and overall performance, especially in some east 
European countries. 


222 In 1984, the share of industry in NMP produced ranged between 
49.6 per cent in Poland and 62.2 per cent in the German Democratic 
Republic. Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA 
Statistical Yearbook), Moscow, 1985, p. 56. 
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(c) Implementation of the five-year plans output targets 


Preliminary data for 1985, combined with developments in 
the previous four years, offer an opportunity to assess the over- 
all implementation of the five-year plan targets of the seven 
countries concerned. Although possible revisions of the preli- 
minary figures for 1985 could modify the cumulative figures for 
1981-1985, some tentative conclusions can nevertheless be 
drawn. 


If the three-year plan of Poland for 1983-1985 is combined 
with the five-year plan targets of the remaining five other east 
European countries, the growth rate of aggregate NMP 
produced (2.2 per cent) in eastern Europe in 1981-1985 indicates 
that production targets (about 3.3 per cent annually) were 
achieved to the extent of two thirds for the area as a whole. The 
performance of individual east European countries varied con- 
siderably. 


Bulgaria and Czechoslovakia are the countries which largely 
attained their five-year NMP targets. Bulgarian performance 
could have been even better, but two exceptionally poor agri- 
cultural years (1983 and 1985), and the hard winter 1984/85 had 
severely affected national performance. 223 In Czechoslovakia, 
the average annual growth rate of NMP produced (1.8 per cent) 
falls within the range (1.6-2.2 per cent) envisaged in the five- 
year plan, and is virtually the same as implied by the five annual 
plans for the 1981-1985 period. Thus, the five-year plan target 
was also met. In addition, it is worthy of note that in Czecho- 
slovakia the five-year period 1981-1985 had two clearly differ- 
ent sub-periods. In 1981-1982, when NMP produced virtually 
stagnated, priority was given to adjustment policies—notably 
the redressment of foreign balances. In 1983-1985, when 
external balance had been restored and various bottlenecks 
overcome, NMP performance was considerably better and in 
fact rather stable. 


Hungary and Romania form a second group of countries. In 
Romania, the average annual growth rate of NMP produced 
(4.4 per cent) is the second highest among the east European 
countries, preceded by the German Democratic Republic. How- 
ever, its expansion was uneven during the period reviewed and 
reached only some three fifths of the five-year plan target. This 
confirms the assessment in a previous issue of the Survey that 
the 1981-1985 five-year plan strategy of Romania was based 
“on a rather optimistic scenario, which may not in fact mate- 
rialize’’. 224 In Hungary, the average annual rate of growth of 
NMP produced in 1981-1985 (1.4 per cent) is only about half 
that indicated by the five-year plan (2.7-3.2 per cent). However, 
it is noteworthy that the annual plans incorporated some down- 
ward revision of the five-year plan targets—though the average 
annual rate actually attained was also below the revised annual 
NMP target (1.8 per cent). 225 


The special circumstances of Poland in recent years argue for 
a separate treatment of its five-year economic performance. 
Taking into account only its three-year plan for 1983-1985, ac- 
tual NMP performance in those years (average growth of 4.9 


223 In fact, the Bulgarian authorities clearly aimed higher than the 
five-year plan target: the combined annual plan NMP targets for 1981- 
1985 (table 3.1.1) indicate that the original NMP produced target for 
the period was revised upwards. | 

224 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1981, New York, 1982, p. 161. 

22° Possibilities for both upward and downwards revision of the five- 
year plan targets, according to external conditions and progress in rais- 
ing overall domestic efficiency, was explicitly envisaged in the ‘‘Act on 
the Sixth Five-Year Plan of the National Economy (1981-1985)’’ of 
Hungary. See Economic Bulletin of the National Bank of Hungary. 
Budapest, vol. XXIV, 1981, No.2, p. 91. 
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percent annually) can be judged successful, as the rate achieved 
was close to the upper limit of the target (3.5-5.6 per cent). 
However, it should be also borne in mind that this growth rate 
was achieved from a very low base, the NMP level in 1982 hav- 
ing been lower than in 1974. By 1985, Poland’s NMP produced 
had still attained only about 90 per cent of its pre-crisis peak in 
1978. | 


The best NMP growth performance of all the east European 
countries was achieved by the German Democratic Republic in 
1981-1985. The rate was not only the highest among the coun- 
tries concerned, but came so close to its original five-year plan 
target. In addition it was virtually the same as indicated by the 
five respective annual plans of the country, which imply a slight 
reduction of the original five-year target. Finally, it should also 
be mentioned that NMP growth in the German Democratic Re- 
public was rather stable, growth rates in all years but 1982 being 
virtually identical. Many factors, ranging from its location in 
central Europe and relatively easier access to western markets, 
to a long industrial tradition, have played a role here. Neverthe- 
less, the above-average performance of the German Democratic 
Republic seems first of all to be due to a timely reorientation to- 
wards a resource-efficient path of economic development (a 
subject to be dealt with in the next subsection and in also in sec- 
tion 3.4 below). 


In the Soviet Union, as already mentioned, the main 
synthetic planning indicator for both five-year and annual plans 
is NMP used. Judging by this indicator alone, the Soviet Union 
managed to implement its five-year plan for 1981-1985, NMP 
used growing at an average annual rate of 3.2 per cent 
—virtually the same as planned (3.4 per cent). Despite the 
slower expansion in 1984-1985 as compared with 1983, NMP 
produced grew at a somewhat higher annual rate (3.6 per cent) 
in 1981-1985. However, since no five-year plan target for NMP 
produced was published, it is not possible to assess the degree to 
which the plan was fulfilled. Disappointing agricultural produc- 
tion—output contracted in one and stagnated in two of the five 
years reviewed,—necessarily had a negative impact on overall 
Soviet performance. 


(d) Long-term output growth considerations 


Finally, developments in 1981-1985 should also be reviewed 
in a longer perspective. A comparison with the previous quin- 
quennium seems appropriate, since it was then that a con- 
siderable deceleration in economic growth in terms of NMP 
produced began in all European centrally planned economies. 
Table 3.1.1 shows that only the German Democratic Republic, 
which grew at an average rate of 4.5 per cent in 1981-1985, 
succeeded in maintaining and even surpassing its performance 
in 1976-1980 (4.1 per cent). In all other countries, average NMP 
growth rates in 1981-1985 fell to a greater or lesser extent below 
those of the previous five-year period. The difference in NMP 
growth between the two periods was smallest in the case of the 
Soviet Union (4.3 per cent and 3.6 per cent respectively in NMP 
produced, and 3.8 per cent and 3.2 per cent in terms of NMP 
used). In Romania and Bulgaria, growth rates of NMP 
produced in 1981-1985 (4.4 and 3.7 per cent respectively) settled 
at just under two thirds the rates attained in 1976-1980 (7.2 per 
cent and 6.1 per cent respectively). In both Czechoslovakia and 
Hungary, the growth rates of NMP produced recorded in 1976- 
1980 were halved in the subsequent five-year period. In addi- 
tion, NMP produced in both quinquennia grew considerably 
more slowly than in the other countries mentioned above. In 
spite of a marked recovery in 1983-1985, the dramatic contrac- 
tion in output levels in 1981-1982 gave rise to a negative growth 
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rate in Poland for 1981-1985 as a whole (—0.8 per cent), as 


compared with an average annual rise of 1.2 per cent in 1976- 
1980. РЕ 


Altogether, overall performance in 1981-1985 аз compared 
with 1976-1980 indicates that the long-term decelerating trend 
which became apparent in the 1970s has not yet been checked. 
The factors which determine this deceleration are quite com- 
plex, ranging from unfavourable changes in the world 
economic situation and the exhaustion of possibilities of ex- 
panding productive resources, to deficiencies in management 
and planning systems. These are now being discussed in most of 
the countries concerned. In one way or another, all of them 
have contributed to slower and decelerating factor productivity 
growth (discussed in more detail in sections 1.2 and 3.8). The 
resolution of these and other growth constraints is thus a chal- 
lenge that most east European countries and the Soviet Union 
will be facing in 1986-1990, and possibly beyond. 


(iii) Factor inputs and efficiency 


Various aspects of factor inputs and efficiency (labour pro- 
ductivity, investment/output ratios, capital productivity and 
material intensity) have been discussed regularly in this publica- 
tion. 226 In addition, long-run trends in capital and total factor 
productivity are analysed in sections 1.2 above and 3.8 below. 
Hence, in the present subsection only a summary review of re- 
cent developments is offered. Emphasis is placed on medium- 
term changes (1981-1985), as efficiency indicators can fluctuate 
quite widely from year to year. This approach is also the most 
practicable, since many of the necessary indicators (e.g., gross 
Output, fixed assets in the material sphere, etc.) have not yet 
been reported for 1985 or are only available in the form of 
rough estimates. 


(a) Employment and labour productivity 


Tables 3.1.3 and 3.1.4 and also chart 3.1.3 illustrate recent 
changes in employment and labour productivity. Total employ- 
ment in 1981-1985 increased very slowly and at rates similar to 
1976-1980 in four out of the seven countries concerned 
(Bulgaria, Czechoslovakia, the German Democratic Republic 
and Romania). In Hungary, employment continued to decline, 
and at somewhat faster rates than in 1976-1980. In the Soviet 
Union, the average annual! growth rate of total employment in 
1981-1985 (0.7 per cent) was only half that recorded in 1976- 
1980. But the most pronounced change occurred in Poland, 
where the average growth rate of total employment in 1976- 
1980 (0.6 per cent) was followed by an average annual decline 
(0.3 per cent) in 1981-1985. All the changes described reflect 
primarily long-term demographic developments. However, the 
employment decline in Poland in 1981-1985 was accelerated by 
an early retirement scheme offered in 1981.??7 According to the 
latest information available, the Polish government is presently 
attempting to offset this decline in labour input by re- 
introducing Saturday work, at least in some critical sectors and 
in agreement with the management and trade unions of the 
plants concerned. 


226 For labour productivity (including the distinction between actual 
and potential labour productivity) and also capital productivity, see 
United Nations Economic Commission for Europe, Economic Survey 
of Europe in 1983, New York, 1984, pp. 106-111; for material inputs, 
material intensity and also investment and investment/output ratios, 
see United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985, pp. 95-99. 

227 According to Trybuna Ludu, 12-13 February 1982, of a total of 
793,000 employees who retired in 1981, some 374,000, or almost half, 
did so on the basis of the early retirement scheme. This explains the 
bulk (71 per cent) of the 2.9 per cent fall in total employment in that 
year (524,000 employees). 


Given the increasing demand for services originating in the 
non-material sphere, employment in the material sphere in all 
the seven countries concerned (except perhaps in Romania) 
grew more slowly or decreased faster than total employment in 
1981-1985. In fact, the average annual growth rate of material 
sphere employment in 1981-1985 was only 0.5 per cent in the 
Soviet Union and even lower in Bulgaria, Czechoslovakia, the 
German Democratic Republic and Romania, while it con- 
tracted by some 0.5-1 per cent in Hungary and Poland. 


In situations when the labour force in the material sphere in- 
creased only slowly, virtually stagnated or even contracted, 
labour productivity (net material product per worker in the 
material sphere) began to contribute increasingly to output 
(NMP produced) growth. This is usually indicated by the share 
of labour productivity in total output growth. Indeed, in some 
cases the share was even above 100 per cent (when the level of 
employment in the material sphere contracted). In most of the 
countries concerned, this is interpreted as a positive develop- 
ment. However, the real meaning of changes in labour pro- 
ductivity seems to be more complex, as shown in detail in sec- 
tion 1.2. A rising contribution of labour productivity changes 
to output growth can be interpreted as a positive phenomenon 
only if labour productivity growth rates increase or remain 
constant. But this was not the case in several years between 
1980 and 1985, and labour productivity growth rates accel- 
erated in some years and decelerated in others. In fact, as 
shown in chart 3.1.3, changes in actual labour productivity 
were closely associated with changes in NMP produced— 
including, in most cases, years when output growth slowed 
down. This explains why—at least in some years—changes in 
labour productivity can be interpreted as dependent rather than 
an explanatory factor of change in output growth. 228 Put an- 
other way, in cases when factors other than labour productivity 
itself constrain output growth, potential labour productivity 
embodied in labour skills and fixed assets cannot be wholly 
translated into output. Thus, actual labour productivity can ei- 
ther stagnate or even decline, but in any case remains below its 
potential level. Additional evidence that this may have been the 
case in most of the countries concerned is provided by a compa- 
rison of changes in labour productivity in 1981-1985 and in the 
previous five-year period (table 3.1.4). Indeed, the fact that 
average annual NMP produced per employee in the material 
sphere in 1981-1985 decelerated to a greater or lesser extent in 
all countries but the German Democratic Republic shows that 
labour productivity needs to be examined in conjunction with 
other efficiency issues. However, due to the mainly labour pro- 
ductivity-oriented interpretation of the process of ‘‘intensifica- 
tion’’, this approach has not been followed up in most of the 
countries reviewed. 


(b) Investment, fixed assets and capital productivity 


Changes in investment, fixed assets and capital productivity 
throw more light on efficiency issues in the east European 
countries and the Soviet Union. Falling capital productivity was 
a general feature of all the economies concerned in 1976-1980, 
and continued in 1981-1985. This in itself is not sufficient to 
understand all aspect of the real developments involved. In- 
deed, tables 3.1.4 and 3.1.5, and also charts 3.1.3 and 3.1.4, 
offer several other significant conclusions. 


First, it should be noted that the relationship between 
changes in NMP produced and capital productivity (NMP 


228 See also United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1982, New York, 1983, pp. 211-215. 
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TABLE 3.1.3 


Employment, total and in the material sphere 
(Annual percentage change) 


Total employment Employment in the material sphere 
: 1976- 1981- 
ioe : oS * 1981 1982 1983 1984 1985 1980 1985* 1981 1982 1983 1984 1985 

se lel ett Bi a Ste a i co a Sy Sel ne len Е a aah a a a a 
Bulgaria. ве ape ate 0.3 0.4 iN) 0.7 0.1 — —* — 0.2 heey 0.6 0.1 —0.5 aie 
Czechoslovakian). ae 0.8 0.7 0.7 0.4 0.4 0.9 0.9 0.4 0.4 0.3 0.1 0.4 0:7 3 
German Democratic 

Republic aan a... 0.7 0.6 0.5 0.6 0.7 0.5 OES 0.5 0.3 0.2 0.2 0.4 0.3 por 
Hungaryees seer ee ee —0.3 —0.6 -03 —0.6 -0.6 —-0.5 —0.7 — -0.6 -0.1 0231-1 -1 
Poland sad vatenicrs aaron 0.6 —0.3 0.8 —2.9 —0.3 0.3 0.7 0.3 —0.8 0.2 —3.1 -0.8 —0.3 coisa 
ROMAN Ags ae eens 0.3 0.2 —0.3 0.7 0.6 0.1 — 0.1 02> 0.6 0.5 0.7 0.2 - 
Sovicn Oni Onmemeen eae 1.4 0.7 0.9 0.9 0.6 0.6 0.4* 1.1 0.5 0.7 0.7 0.5 0.4 0.1 


Source: As for table 3.1.1. 


4 Total employment refers to workers and employees only. Employment in the material sphere was estimated from growth of NMP produced and NMP produced per employee in the mate- 


rial sphere. 
b Employment at 30 September (excluding apprentices). 


TABLE 3.1.4 


Labour productivity and capital productivity 
(Annual percentage change) 


Labour productivity 4х 


Capital productivity © 


ioe : и. . 1981 1982 1983 1984 — 1985 Tob 7 ео * 1981 1982 1983 1984 — 1985 
Bulganiarera pce ccs 6.2 85 3.8 3.6 2.9 Sane 8 2.4 2.3 —3.2 -3.8 -0.4 —2.2 
Czechoslovakia......... 3.3) 1.4 — 0.4 0.2 1.9 2.8" 2.4 9 3.4 5.4 ДО =1 3" =13 
German Democratic 
1 © sos 5 adies node 3.6 4.2 4.6 es! 4.2 3.2445 — 1.5 0.4 0.2 2.9 —0.5 vat 0.3 
Hungary ее 37 ee 2.6 3.6 0.2 зб —3.1 —2.8 -2.7 -1.5 -4.2 =1.4 =3.4 
Рота Meer, te 0.9 — -12.2 —-2.5 6.9 5 Oe —5.5 -—3.2 -14.7 -6.7 33 2.8 0.5 
Rontaniaaeme ae 1% Up! 4.2 2.8 2.2 2.9 ey eee —2.9 -45 —5.8 -68 -47 -2.5 —2.8 
Soviet Wnionmerees eee 3.2 3.0 2.6 382 В а Ви! —2.9 —]1.9 —32 —2.5 -2.7 —2 — 


ЕЕ НЕЕ Е Е ЕЕ НЕВА Е ee ee Че eee ee eee eee 
Source: As for table 3.1.1 for labour productivity. For capital productivity calculated on the basis of the Statisticheskii ezhegodnik stran-chlenoy SEV (CMEA statistical yearbook), 1981, 
pp. 25-34, 49; ibid. 1984 pp. 42, ibid. 1985 pp. 31-40, 41-50, 61 and plan fulfilment reports for 1985. 


4 Net material product per employee in the material sphere. 


Ь Net material product per fixed assets in the material sphere. 


produced per unit of fixed assets) is not as close as that between 
NMP produced and labour productivity. In fact, while changes 
go in the same direction in most cases, they sometimes lag be- 
hind or clearly diverge (as in the Soviet Union). The explanation 
is that the pace of growth of fixed assets depends mainly on in- 
vestment growth in previous years, on the length of time lags 
between capital spending and the bringing into operation of the 
fixed assets created, and on changes in rates of retirement of 
obsolete equipment. Hence, the growth of fixed assets is not ne- 
cessarily associated with current rates of NMP expansion. For 
this reason, falling capital productivity levels in 1981-1985 can 
be interpreted in terms of the fast growth of the stocks of fixed 
assets themselves (which reflects relatively high investment 
growth at the end of the 1970s), and also the deceleration of 
NMP growth. 


Second, the relationships described between changes in NMP 
produced, fixed assets and capital productivity, throw light on 
the capital productivity changes in eastern Europe and the 
Soviet Union in 1981-1985. For instance, in 1981-1985 capital 
productivity levels fell mostly in Romania, where investment 
expansion in 1976-1980 was stronger than in any other country 
reviewed. Another case where capital productivity levels fell 
rapidly is Czechoslovakia. This reflects primarily weak NMP 
growth in 1981-1982. In other countries, capital productivity 
levels in 1981-1985 also declined, but they did so more slowly 


than in 1976-1980. Finally, it should be noted that capital pro- 
ductivity declines moderated considerably in most countries 
under review in 1983-1985, while in 1985—if estimates for that 
year prove correct—three countries may have achieved rises in 
capital productivity. Given the contraction of investments in 
five out of the six east European countries in 1981-1985 (it fell 
by almost 1 per cent per year for eastern Europe as a whole), 
and also the slower investment expansion in the Soviet Union in 
the same period (table 3.1.5), fixed assets in the coming years 
are unlikely to grow at previous rates. However, further im- 
provements in capital productivity cannot be taken for granted, 
as changes in fixed assets are only part of the story. In other 
words: falling growth rates of fixed assets in the material sphere 
can bring about increasing capital productivity only if NMP 
growth rates meanwhile increase or at least maintain the levels 
recently achieved. This depends, first of all, on increasing 
efficiency in the utilization of energy and raw material inputs 
and, consequently, on further technical progress, changes in the 
volume and structure of investments and fixed assets and, last 
but not least, on changes in management and planning which 
will promote efficiency. 


(c) Material intensity 


Besides labour productivity and capital productivity, ma- 
terial intensity is a third important efficiency indicator. Due to 
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CHART 3.1.3 
Net material product, labour productivity and capital productivity 


(Net percentage change) 
w= Net material product 
— = — > Labour productivity 
eeeeeee Capital productivity 
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CHART 3.1.3 (Continued) 
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Source: National statistics. 
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TABLE 3.1.5 
oe Gross investment 
= (Annual percentage change) 
/ 1976- 
1980 1981 1982 1983 1984 1985 1981-1985 а 
Ватан хаоса 4.0 10.5 3.6 0.7 0.3 25 3.4 3.6 
Czechoslovakia......... 3.5 —4.6 —2.3 0.6 —4.2 55 —1,1 —(2 1-0) 
German Democratic | | 
Repubtic- ae. eee eee 3.4 25.2 0.0) 49 4.5 — 0.7 0.5 
а 2.2 —4.3 =1.6 Зав тев = Bh - 2 
Poland Bein: а 3.0 —2243 12 9.4 11.4 5 —2.7 — 0.44 
О м ances fa © 8.5 —7.1 Вы 2.4 6.1 1.6 — 0.1 Dee 
Eastern Europe....... 2.7 el —4.4 2.3 2.3 3.4 —0.8 —0:1 
Ооо. 3.4 3.8 3.6 ой 1.8 2.9 a5) 2.1 
Eastern Europe 
and the 
Soviet Union....... Si 0.3 il? 4.7 2.0 3.0 Deh 1.4 


Source: As for table 3.1.1. 
а Three-year plan 1983-1985. 


Ве wide range of raw materials and intermediate goods used, it 
$ not possible to construct a synthetic indicator of physical 
changes in this respect. However, it is possible to measure 
changes in material intensity by examining the relationship be- 
‘ween gross material product and net material product (the 
GMP/NMP ratio). A declining ratio suggests increasing ef- 
ficiency (i.e., a fall in the material intensity of output). Table 
3.1.6 shows changes in these ratios over the last ten years, and 
shart 3.1.5 illustrates them for 1981-1985. They suggest two 
main conclusions. Expressed by GMP/NMP ratios, material 
intensity in 1981-1985 fell in three of the seven countries concer- 
ned and in the remaining four practically stagnated. In addi- 
lion, except in 1985—when poor agricultural performance to 
some extent distorted the underlying movement in some of the 
Sountries concerned—changes in the latter part of the five-year 
period reviewed were generally more favourable than in the 
first two years observed. This reflected, among other things, 
he easing of growth constraints and improving NMP рег- 
formance. However, taking into account the strong emphasis 
out on ‘“‘intensive’’ i.e., resource-efficient development, 
changes still seem to be slow and insufficient, except in the Ger- 
nan Democratic Republic. This was the only country where the 
Jecline in material intensity persisted throughout the whole per- 
od observed. The level of material intensity in that country in 
1981-1985 decreased by almost 8 per cent, followed by Romania 
and Poland where the changes were about 3 per cent and 2 per 
sent respectively. 


Although the authorities in most of the countries reviewed 
egularly express dissatisfaction with the pace of decreases in 
he material intensity of production, national reports often 
‘ontain other figures which indicate that the actual improve- 
nent may have been greater than implied by GMP/NMP ratios. 
Chis could be possible for at least two reasons. First, though the 
ЗМР/ММР ratio is considered a reliable indicator of material 
ntensity and efficiency, it is still significant that the difference 
yetween the two production aggregates is made up not only of 
ntermediate inputs, but also includes depreciation charges. 
tence, if depreciation charges increase, they could offset de- 
‘reases in material inputs and thus distort the real significance 
yf the ratio. Judging by the recent policy reorientation towards 
‘aster renewal of obsolete technology and quicker depreciation, 
t could be justified to assume that real improvements in the 
naterial intensity of production may have been larger than 
hown by GMP/NMP ratios—though they cannot be quan- 
ified. On the other hand, it should also be borne in mind that 


TABLE 3.1.6 


Gross material product to net material product ratio # 
(Annual percentage changes) 


1976-1980 1981-1985* 1981] 1982-1983 1984  1985* 
Вщеапа. .. 1. 0:2 0.2 У Os 0.5 — 0.4 
Czechoslovakia. — — — eat 0.5 —1.0 —0.5 
German 
Denia Reps aa 0.2 —1.6 -1.3 —2.0 -1.7 —2.4 -0.6 
Новоаху es sce 0.6 0.2 0.2 0.2 0.3 — 0.4 
Polandiee rene — -0.4 0.1 —3.3 0.5 (0 9 
Вошаша...... 0.2 0.6 1.6 — -0.9 0.2 —0.6 
Soviet Union... -—0.2 0.1 — -0.6 — — —0.6 


Source: Statisticheskit ezhegodnik stran-chlenov SEV 1984 (CMEA Statistical Yearbook 
1984), Moscow 1984, pp. 17-24 and ibid., 1985 pp.41-50. 


4 Calculated from the ratio of the index of gross material output divided by the index of net 
material output. 


neither GMP nor NMP produced, even when expressed in cons- 
tant prices, are completely free of price influences or, at least, 
of changes in price relatives—in particular in the foreign trade 
sector. Thus, if the cost of material inputs—especially im- 
ports—increases faster than output prices, NMP may grow 
more slowly than GMP and thus the GMP/NMP ratio could 
stagnate or even increase even though ‘‘real’’ material intensity 
declines. 24° 


To identify possible distortions which could originate in the 
monetary nature of GMP and NMP indicators, it may be help- 
ful to scrutinize a number of indicators expressed in physical 
units which, though partial, may still be significant. For this 
purpose, energy and steel intensity were selected. 


Table 3.1.7 suggests several conclusions. First, it appears that 
the east European countries have made an effort to expand 
their indigenous energy production. Hence, in all of them, en- 
ergy production in 1981-1984 (aggregate energy output figures 
for 1985 were not available at time of writing) grew faster than 


229 In addition, the GMP/NMP ratios may be distorted by institu- 
tional changes, i.e., by the splitting up of existing economic units which 
contribute to GMP and NMP into smaller ones. This would bring 
about an illusory increment in GMP figures, due to an increased degree 
of double counting. However, no significant changes of this kind were 
reported by the countries concerned. The GMP/NMP ratio has thus 
been retained as a meaningful efficiency indicator, although GMP in- 
cludes an element of double counting (i.e., the assumption of an un- 
changed coefficient of double counting in GMP figures is justified). 
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CHART 3.1.4 


Net material product, investment and fixed assets in the material sphere 


(Annual percentage change) 


eo [\et material product 
= oo = = Fixed assets in the material sphere 
eeeeeeee Investment in the material sphere 


BULGARIA 

Э А СЕ 
oe. 

8 = 

ь 

6 

5 

4 

3 

2 

1 

0 


1980 1981 1982 1983 1984 1985 


CZECHOSLOVAKIA 


1980 1981 1982 


HUNGARY 


1980 1981 1982 1983 1984 1985 


SOVIET UNION 
о 


к 


э— 


1980 1981 1982 1983 1984 1985 1980 1981 1982 


1983 


1983 


1984 


1984 


1985 


a a 


General economic developments 125 
я CHART 3.1.4 (Continued) 


3 
8 
7 
6 
5) 
4 
3 
2 


1980 1981 1982 1983 1984 1985 


in 1976-1980, although the expansion seems to have recently 
lost momentum in most of the countries concerned. In contrast, 
average annual energy production increases in the Soviet Union 


in 1981-1984 lagged behind those in 1976-1980, but a pace of 


some 2 per cent per year was nevertheless maintained. This 
shows that the adjustment to rising energy consumption in part 
took the form of expanding production. However, the fact that 
energy consumption in all east European countries in 1976-1980 
increased considerably faster than energy production, espe- 
cially in Hungary, Poland and Romania, inevitably increased 
pressures to adjust consumption levels. Total energy consump- 
tion in 1981-1984 in all east European countries thus expanded 
much more slowly than in 1976-1980, and virtually stagnated o1 
even declined in some of them (Poland). But special efforts 
were undertaken to reduce energy consumption in the material 
sphere, and they led to substantial results. In fact, energy in 
tensity (the ratio of total domestic energy consumption to NMP 
produced) declined in four of the six east European countries 
and also in the Soviet Union as early as 1976-1980. Moreover, 
in 1981-1984, the fall in the energy intensity of production 
spread to six out of the seven countries. However, energy in 
tensity in 1981-1982 increased in Poland, but this reflects 
mainly the fall in NMP produced at the beginning of the 1980s. 
[п 1983-1984, the energy intensity of production in Poland also 


contracted 


Similar findings are suggested by data on the sfee/ intensity of 
national output of the countries reviewed (table 3.1.8). Al- 


ROMANIA 


No оьфаоныо о 


> 


1980 1981 


1983 


1982 1984 1985 


Source: National statistics. 


though changes in this respect also reflect the product-mix of 
each economy, the last three columns of the table clearly show 
the underlying reduction of steel intensity in most of the 
countries concerned. It amounts to some 32 per cent in eastern 
Europe and about 25 per cent in the Soviet Union in 1970-1984 
(figures for 1985 were not available at time of writing). In Bul- 
garia and the German Democratic Republic, the cumulative re- 
duction in steel intensity was considerably larger than that of 
the east European average. In addition, the absolute level of 
steel consumption in 1984 as compared with 1980 declined in 
five out of the six countries concerned—by 10 per cent in 
eastern Europe as a whole. In Bulgaria and in the Soviet Union, 
the level of steel consumption increased over the same per- 
ry just under and just over 4 per cent, respectively. Due to 
the high share of the Soviet Union in the seven-country ag- 
gregate, steel consumption in eastern Europe and the Soviet 
Union as a whole in 1984 remained constant at the level of 1975. 


Last but not least, it should be recalled that in spite of con- 
siderable improvements in recent years, overall levels of con- 
sumption of energy and raw material inputs per unit of national 
output remain comparatively high in most of the countries 
concerned. Although no exact overall figures in this respect 
have been reported (and hardly could be, given the problems in 
making consistent international comparisons of the value of na- 
tional output and inputs), several sources have estimated that 
the level of energy and raw material inputs in most of the 
countries concerned is 30-40 per cent above that in the most 
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CHART 3.1.5 


Gross material product and net material product 
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TABLE 3.1.7 


р. Bulgaria 


Selected energy indicators 
(Annual percentage change) 


Czechoslovakia German Dem. Rep. 


Hungary Poland Romania Soviet Union 


Total production 


1976-1980 treme: Bigs слои нь 4.2 1.5 
О ра 6.7 —0.5 
а ель 8.2 1.0 
ее ceo ae 3.9 1.6 
TSAR nae Mets ees ee Re 0.5 1.3 
Total gross consumption 
T9TE=1980 WS ere ee oe ee ЭВ 6.0 2.8 
LOST EN: SRO tes 0121255 10 ЗОНЕ ря 0.1 
1982-.......... Зена они Вай 3.7 — 0.9 
ел а а eee 0.7 — 0.3 
BORA Keener nvsatinn sree oe ere .e И ее 0.6 2:2 
Energy intensity а 
НЫ реки ое —0.1 — 0.9 
POSTER eS IS AL Dee). | —2.7 0.2 
OSD У ПЭ! ЗЧ, ДПО ROR ALF — 0.5 —1.1 
Позвать. Amey. заса —2.2 —2.5 
1984 elsianrs.45. siti ots. Иа —3.8 — 1:3 
Production/consumption ratio 


L976 1980 roast acsamsrae: ак 
клеи ae 


Source: ECE Energy Division Data Bank. 
4 Total domestic energy consumption per net material product. 


1.6 2.0 1.9 1.6 4.5 
Or) 0.2 — 14.0 4.1 1:3 
4G) Salk 13.8 0.6 7:5) 
2.0 0.5 1:9 2.9 1.6 
6.1 2.2 1.6 --0:3 Bal 
27 4.2 4.0 5.0 3.6 
2.1 0:9 Ой -0.3 1.4 
— 0.6 0.0 2.8 ea 2.6 
0.0 = 0.3 0.4 0.3 16S) 
7.0 Pay, 4.2 1.4 3.6 
=; 1.4 2.8 1 —0:7 
= Sh) 6.0 —2.4 less! 
=e = 25 6.0 — 2.4 Sle 
—4.4 — 0.6 S213) 53 —2.6 
1.4 0.4 ales —5.8 0.4 


TABLE 3.1.8 


Net material product, steel consumption and steel intensity of national output ? 


NMP indices 
1970 = 100 
1975 1980 1984 
BOlgatia tet’. Fe MA. «Joi eC 145.7 196.3 2333 
@rechoslovakial if). Lessa. Г. 131.9 158.1 167.5 
GermanDemUREp: eis 235% 130.2 159.4 189.2 
ОА ее wert ie so tid cme: - 13523 155.6 168.2 
POAC бое 159.6 169.3 NEES) 
ROMAN Еее 170.6 242.0 283.7 
BastenmlEurOpe aa. sie ocr. 146.8 175.3 188.3 
БОЕ асе 131.6 162.5 187.6 
Eastern Europe and 

the SovieF Union. ss. я 136.1 166.3 187.9 


Steel consumption indices, 
19 1 


70 = 100 Steel intensity © 

1975 1980 1984 1975-1970 1980-1975 1984-1980 

94.7 120.3 124.9 — 8.3 — 1.2 —3.2 
12233 126.2 12285 —1.5 —3.0 —2.2 
104.9 107.4 98.4 —4.2 —3.5 — 6.3 
123.6 114.7 104.7 —1.8 — 4.2 —4.2 
152.6 165.1 131.3 — 0.9 0.4 —3.8 
152.9 188.4 179.2 —2.2 —2.8 —5.1 
130.4 141.5 IPAS) —2.3 — 1.9 — 4.3 
127.9 134.9 140.6 — 0.6 —3.1 —2.5 
128.6 136.7 136.9 —1.1 —2.8 — 3.0 


Source: ECE secretariat, based on national statistics and ECE secretariat estimates for the Soviet Union in 1980 and 1984. 


а Apparent steel consumption per unit of NMP produced. 
b Average annual percentage change. 


developed market economies—and for some inputs even 
higher. 230 


230 A corresponding 40 per cent average figure for all CMEA 
countries was given by Academician О. Bogomolov, Director of the 
Moscow Institute of the World Socialist Economic System, Borba (Bel- 
grade), 26 July 1984, p. 6. 

The still high level of energy consumption per unit of national in- 
come in most east European countries was also referred to by S. 
Stanev: ‘‘Energiiniyat problem pri sotsializma’’ (Energy Problem in 
Socialism), Novo vreme, Sofia, Vol. LXI, 1985, No. 8, р. 49. 

The ECE secretariat estimates that the steel intensity of output (ap- 
parent steel consumption in kilogrammes of crude steel equivalents per 
unit of GDP in constant 1975 US dollars) in CMEA countries in 1980 
(0.2129) was more than three times the corresponding estimate for the 
European Economic Community (0.0647) and the United States of 
America (0.0634), and indeed only slightly less than three times the 
level of all industrialized countries outside the CMEA group. See 
United Nations Economic Commission for Europe, The Evolution of 
the Specific Consumption of Steel, New York, 1984, p. 28. 


All of the above findings, and similar ones published in the 
countries concerned, clearly indicate that their development 
strategies should be increasingly directed towards strengthening 
previously announced but in most cases still inadequate efforts 
to achieve ‘‘intensive’’, i.e., genuinely resource-efficient 
economic growth. The importance of this is underlined by the 
fact that, as indicated by national sources, outlays for material 
resource-saving technologies amount to only 20-30 per cent of 
the outlays needed to provide additional supplies of the same 
materials. 23! Only in this way can further expansion of national 
output at current levels of energy and raw material inputs be 
ensured. This would furthermore provide room to accelerate 
labour productivity growth and to halt or reverse declines in 
capital productivity. Scientific and technical co-operation, 
within the seven-country area and also with other countries, 


231 Ekonomicheskaya gazeta, October 1985, No. 40, р. 13. 
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could be advantageous in this respect, by helping to reduce 
costs and facilitating the required changes. 


(iv) Foreign economic relations 


Foreign economic relations play a dual role in the economic 
developments of eastern Europe and the Soviet Union, as in 
other countries. On the one hand, they influence the pace and 
patterns of economic growth (i.e., by acting on the demand 
side), while on the other hand they shape the volume and struc- 
ture of domestically used resources (i.e., by acting on the supply 
side). However, their effects are not felt to the same effect in all 
countries. There are big differences in this respect between the 
east European countries and the Soviet Union. In fact, en- 
terprises in most centrally planned economies do not easily or 
quickly react to changes in foreign demand, because of the exi- 
stence of intermediary organizations which operate the state 
monopoly of foreign trade. Instead, it is the central planners 
who have the task of balancing exports and imports or, as so far 
during the 1980s, of generating the trade surpluses necessary to 
redress payments imbalances. Thus changes in foreign demand, 
to the extent that they influence economic development, should 
be interpreted in terms of the absorption or disposal of national 
output, and of their role in shaping the volume and structure of 
resources for domestic utilization. They do not, in other words, 
make an autonomous demand contribution to output growth 
(see section 3.7 below). Nevertheless, the overall significance of 
changes in foreign demand thus understood has recently in- 
creased. It has generally been much bigger in the east European 
countries, especially in some of them, than in the Soviet Union, 
as is also shown in section 3.7 below. Since recent changes in the 
foreign trade of eastern Europe and the Soviet Union are dealt 
with in detail in section 3.6 below, only major developments are 
summarized in this subsection. 


Comparisons of recent changes in output growth (tables 
3.1.1 and 3.1.2) and in foreign trade (table 3.1.9) suggest the 
following conclusions. First, it it clear that foreign trade activ- 
ity, as expressed by data in current prices, was rather buoyant in 
most countries. This seems to hold for the east European count- 
ries in general, and for some of them in particular. Secondly, a 
noticeable feature is the generally faster growth of exports than 
of imports, which has raised export/import ratios above 100 in 
all the countries concerned. However, the latest data in all four 
panels of table 3.1.9 show that the year 1985 diverged from this 
overall pattern. Indeed, if final full-year figures confirm the 
tendencies expressed in the first three quarters of 1985, foreign 
trade turnover apparently slowed down or in some cases even 
contracted in eastern Europe. It certainly contracted in the 
Soviet Union. Furthermore, imports continued to expand, 
while exports declined in both eastern Europe and the Soviet 
Union. Hence, export/import ratios in most of the seven 
countries declined, and in Bulgaria imports also exceeded 
exports in 1985. 


Table 3.1.10 indicates the regional diversification of recent 
changes in the foreign trade of eastern Europe and the Soviet 
Union. It shows that, at current prices, the seven countries’ for- 
eign trade turnover in 1985 contracted with both the developed 
market economies and with the developing countries, especially 
in the case of the Soviet Union. In contrast, foreign trade turn- 
over between the seven countries (intra-area trade turnover) 
continued to expand in both eastern Europe and the Soviet 
Union, though at a decelerating rate in the last two years. 


These recent changes are also reflected in the foreign trade 
balances of eastern Europe and the Soviet Union (table 3.1.11 
and chart 3.1.6). After three years of rising trade surpluses, the 
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aggregate foreign trade surplus of the six east European 
countries declined slightly in 1985 compared with 1984. The 
1985 Soviet surplus appears to have fallen to roughly one 
seventh of its record 1983-1984 levels. As for the regional 
distribution of foreign trade, it is noteworthy that the Soviet 
balance of trade with the developed market economies in 1985 
turned into deficit, while both Soviet and east European 
balances with developing countries remained in surplus. In 
addition, balance of trade surpluses with the developed market 
economies also turned into deficit in some east European 
countries. Finally, it is worth mentioning that, according to 
foreign trade figures for the first three quarters of 1985, the 
aggregate annual trade balance of eastern Europe with the 
Soviet Union may have shifted into surplus. 


Several factors have influenced recent foreign trade develop- 
ments. The harsh winter, as already mentioned, seriously af- 
fected production in several industrial branches of most of the 
countries reviewed, which resulted in correspondingly lower 
output, smaller exports and larger imports. The winter was fol- 
lowed by drought. The subsequent weak agricultural output 
growth had similar effects on the output of manufacturing 
branches dependent on inputs originating in the farm sector, 
and on agricultural exports, while increasing demand for agri- 
cultural imports in some cases. The decreasing import and, in 
some cases, export potential of some developing country trade 
partners also played a role, as did import policies in some indus- 
trialized countries. With regard to the regional breakdown of 
foreign trade flows, most of the countries concerned have 
clearly indicated their wish to increase mutual economic ties by 
above-average rates of growth of intra-area trade. Large com- 
plex programmes of mutual technical and economic co-opera- 
tion, as well as numerous detailed multilateral agreements have 
been concluded within CMEA to assist in the implementation 
of this strategy. 232 


The year 1985 also saw increased activity by the east 
European countries and the Soviet Union in international 
financial markets (see section 4.3 below). On the one hand, 
the trade deficits which reappeared in some of the countries 
needed to be financed with new credits. On the other hand, 
virtually all the countries reviewed took up other, mostly 
syndicated, credits in order to increase assets, improve the 
maturity structure of their foreign debt or to provide further 
finance for investment good imports. Thus, the overall level of 
net foreign indebtedness of the seven countries rose in 1985— 
probably by about $8-9 billion. For eastern Europe, this largely 
reflected the depreciation of the US dollar, given the fact that 
the bulk of foreign debt in these countries is denominated in 
non-dollar currencies. 


(v) Resources for domestic utilization 


In recent years, most of the seven countries have displayed 
similar movements in the formation and allocation of 
resources for domestic use (NMP used). NMP used has tended 
to grow slower than NMP produced (thus reflecting increasing 
surpluses on balance of trade). The growth of consumption has 
generally outstripped the rise in accumulation. However, the 
growth rates of personal as against social consumption have di- 
verged. Although most countries have not given full informa- 
tion about changes in the formation and allocation of NMP 


232 For detailed information on recent activities aiming at closer and 


more effective mutual cooperation between the member countries, see 
Survey of CMEA Activities between the 39th and 40th Meetings of the 
Session of the Council, CMEA Secretariat, Moscow, 1985. 
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Foreign trade of eastern Europe and the Soviet Union 
(Annual percentage change and ratios in current dollars) 
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Source: As for table 3.1.5. 


a January-September 1985 relative to same period of 1984. 
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Source: National statistics, plan fulfilment reports and ECE secretariat estimates. 
а January-September 1985 relative to same period of 1984. 
TABLE 3.1.10 
Foreign trade turnover of eastern Europe and the Soviet Union by selected regions 
(Annual percentage change and current dollar terms) 
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CHART 3.1.6 
Foreign trade balances 
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TABLE 3.1.11 


Foreign trade balances of eastern Europe and the Soviet Union 
La by selected regions 
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Source: As for table 3.1.9. 


4 Extrapolated, assuming continuation of January-September trends of exports and imports. 


used in 1985, available data (table 3.1.12 and chart 3.1.7) in- 
dicate that a considerable change in this respect may be under 
way. A few of the underlying issues should be mentioned here. 


First, the first two columns of 3.1.12 show that, in contrast to 
the previous moderate-to-large differences between the growth 
rates of NMP produced and NMP used, these rates converged 
in 1985 in all the countries reviewed. In most they were very 
close—irrespective of the direction of change in the growth 
of NMP produced. Furthermore, in some cases, preliminary 
figures show that the growth of NMP used may have risen 
above that of NMP produced. Even in Hungary, where NMP 
produced contracted in 1985, NMP used fell less. Changes in 
the relationship between increases in NMP produced and NMP 
used reflect above all the decline in balance of trade surpluses 
or their transformation into deficits. They could also be inter- 
preted in terms of an increasing need for resources for domestic 
utilization, both on the consumption and investment sides. 


Secondly, at the beginning of 1980s, when the growth of 
NMP produced decelerated, and growth rates of NMP used 
lagged behind those of NMP produced, total consumption- 
—with only a few exceptions—tended to grow faster (or to 
contract less) than accumulation. This was especially the case in 
Poland. Given the fact that consumption is usually more resis- 
tant to downward changes than accumulation, this could have 
been expected. Similarly, when NMP growth rates began to ac- 
celerate in and after 1983, this relationship changed. Although 


there were variations in some countries in individual years, the 
growth of accumulation generally began to accelerate while that 
of consumption slowed down. This can be interpreted in terms 
of the larger share of resources which became available for 
domestic utilization, but larger-than-expected investment ге- 
quirements also seem to have played a part. Indeed, as 
examined in more detail in the previous issue of this publica- 
tion, 233 overall economic growth in some of the centrally 
planned economies of eastern Europe and the Soviet Union 
proved to be more investment-intensive than envisaged in the 
five-year plan strategies. Hence, higher gross investment and 
accumulation growth rates were needed—both to provide room 
for an acceleration in the pace of economic growth and in order 
to ensure genuine progress in re-orienting the economy towards 
a more intensive, resource-efficient path of economic develop- 
ment. 734 Judging by annual plans for 1986 and strategies 
contained in five-year plan guidelines and other announcements 
for the period 1986-1990, this tendency may become more pro- 
nounced in the coming years. 


Finally, table 3.1.12 and chart 3.1.7 show that private (per- 
sonal) and social consumption have grown at different rates in 
recent years in all countries but Hungary. Although only 
limited and preliminary information is available for 1985, two 
basic patterns emerge. In Bulgaria and Czechoslovakia, the 
traditional relationship between the growth of these two 
consumption components is apparent: social consumption has 
grown faster. In the German Democratic Republic, in contrast, 
there has been a tendency for private (personal) consumption to 
advance at a faster rate than social consumption. The regula- 
tion of personal (i.e., wage-related) consumption leaves open 
broader opportunities for stimulating efficient work than does 
the regulation of social consumption. The higher growth of the 
former in the German Democratic Republic may have been one 
of the factors explaining the faster rise in economic efficiency 
compared with the other six countries. The other countries fall 
between the two models mentioned. The Soviet Union, which 
had previously followed the traditional model, may have been 
adjusting this policy recently—and could eventually move to- 
wards more balanced growth of the two forms of consumption. 
In Poland, the relationship between annual changes in the two 
components has varied, and no clear-cut tendency is discernible 
in recent years. In Hungary, as already indicated, the two 
consumption components rose at roughtly the same rates. 


(vi) Underlying strategies for the period 1986-1990 


Only Hungary passed the final version of its five-year plan 
for 1986-1990 (The Act on the Seventh Five-Year Plan) before 
the period covered by the plan had begun—as was the case with 
its plan for 1981-1985. Romania presented its ‘‘Draft guidelines 
for economic and social development targets under the 1986- 
1990 plan and until the year 2000?” as early as November 1984. 
The Soviet Union issued ‘‘Draft basic guidelines of economic 


233 See United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1984-1985, New York, 1985, pp. 97-99. 

234 Recently the same argument was developed by a Soviet economist 
B. Plyshevski. The author first points out that the share of accumula- 
tion in Soviet NMP used fell from some 28 per cent in 1966-1970 to 27.7 
per cent in 1971-1975, 26.2 per cent in 1976-1980 and to 25.5 per cent in 
1981-1984. Commenting on the causes and consequences of such 
changes, he finally concludes: ‘‘The lowering of the share of accumula- 
tion in the material sphere (proizvostvennogo nakopleniya), if it goes 
beyond economically-based limits, gives rise to a contradiction with re- 
gard to solution of the tasks of intensification’’. (P. Plyshevski, ‘*Na- 
koplenie i intensifikatsia’’ (Accumulation and Intensification), Ekono- 
micheskaya gazeta, No. 3, January 1986, p. 2.) 
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TABLE 3.1.12 


NMP produced and NMP domestically used 
(Annual percentage change) 
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Allocation of net material product for domestic use 
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CHART 3.1.7 (continued) 
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and social development of the USSR for 1986-1990 and the per- 
iod up to 2000”’ at the beginning of November 1985. A similar 
draft document (‘‘Main guidelines for economic and social de- 
velopment of the CSSR for the period 1986-1990 and prospects 
for the period up to the year 2000’’) was published in Czecho- 
slovakia in January 1986. Bulgaria issued a draft document in 
mid-February of the same year. In Poland, draft five-year plan 
guidelines in three variants were issued in the spring of 1985. 
The variants were based on alternative average NMP produced 
growth rates of 3, 3.5 and 4 per cent annually, with correspond- 
ing variants for other elements. In August 1985, the Sejm (the 
national parliament) decided that the five-year plan for 1986- 
1990 should be based on the central variant, and the final ver- 
sion of the five-year plan was at an early stage of drafting at the 
time of writing. The German Democratic Republic thus far has 
presented its five-year plan intentions for the period 1986-1990 
only in qualitative terms, together with a few tentative figures. 


Taking into account the substantially different stages of pre- 
paration of the five-year plan documents and the uneven avail- 
ability of information, no detailed analysis of the five-year 
plans strategies is possible at this time. Such an analysis will be 
offered in the next issue of the Survey. A tentative assessment 
of the underlying strategies for the period 1986-1990 can, how- 
ever, be attempted. As a background, a synthetic but still also 
preliminary evaluation of developments in 1981-1985 will be 
used, based on the analysis presented in the foregoing subsec- 
tions and in sections 3.2-3.6 below. 


As already mentioned, the medium-term strategies incor- 
porated in the five-year plans for 1981-1985 called for an 
orientation towards an intensive, i.e., more resource-efficient 
path of economic development. As shown in table 3.1.1 above 
and elsewhere in this chapter, such strategies in most cases in- 
volved slower growth than was actually achieved in 1976-1980. 
It was assumed that slower NMP growth rates, combined with 
various provisions to bring about a more efficient use of factor 
inputs, would provide room for the faster growth of final (i.e., 
net) output relative to gross output. This would have ensured 
rising living standards, while permitting a readjustment of for- 
eign balances. Accordingly, investments were expected to grow 
slower than either output or consumption, and the emphasis 
was thus put—at least implicitly—on using existing production 
capacities more efficiently. This was to be facilitated by the re- 
moval of supply bottlenecks which had appeared in the pre- 
vious period. Various sets of economic policy measures and 
modifications to management and planning systems were called 
for to make such strategies effective. The only country which 
clearly diverged from this general policy approach was the Ger- 
man Democratic Republic, where the average NMP growth 
target for 1981-1985 was planned at rates above those achieved 
in 1976-1980. 


Data presented in previous subsections show that the strategy 
described above did yield certain results. Trade balances in all 
the countries concerned improved considerably, as did the over- 
all balance of payments. In most countries, living standards 
were maintained or increased as a result of improvements in 
overall material intensity and labour productivity. Innovations 
were introduced into many aspects of the economies of the 
countries concerned. Despite this, an underlying note of dis- 
satisfaction at the slow progress made in achieving a genuinely 
intensive economic development can be found in most policy 
documents of the countries concerned except the German Dem- 
ocratic Republic. Hence, all countries take pride in the positive 
aspects of developments in 1981-1985, but they also mention 
the deceleration of growth in the early 1980s, slower-than-ex- 
pected labour productivity growth, falling capital productivity, 
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excessive unit production costs, high levels of consumption of 
energy and many raw material inputs and the insufficient qual- 
ity of products. While taking into account the unfavourable 
world economic situation, the deteriorating terms of trade, and 
the limited possibilities for further expanding factor inputs and 
supplies, etc., most policy statements concluded that the main 
source of the economic problems in recent years is the slow pace 
of innovation and technological progress. 235 In addition, some 
branches of the non-material sphere, such as health services, 
education and science, lagged behind expectations. This had an 
impact both on the standard of living of the population and on 
the innovation process in the material sphere itself. 236 


Against this background, it is not surprising that some re- 
thinking of development strategies has occurred in most east 
European countries and the Soviet Union. In fact, available 
documents indicate a continuing determination to achieve a 
transition to a genuinely resource-efficient path of economic 
development. Also, in most of the countries reviewed, there 
have been changes not only in the methods and approaches 
under discussion, but also in the understanding of the concept 
of intensification. The latest documents, and also the plan 
targets contained in them (table 3.1.13), suggest the following 
tentative summary of the main strategies for 1986-1990 and to 
the year 2000: 


(1) An intensive, resource-efficient path of economic de- 
velopment does not in itself entail slower economic growth. 
Economies at a mature stage of development may not require, 
or be able to achieve, the high output growth rates needed at 
previous stages of development. However, the transition to an 
intensive, resource-efficient stage does require relatively high 
average output growth rates: only in that way can overall 
technical levels and production potentials be raised. Hence, all 
the east European countries which have published plans, as well 
as the Soviet Union, envisage considerably higher growth rates 
of NMP produced in 1986-1990 than those attained in 1981- 
1985. In fact, the growth rates of aggregate NMP produced 
planned by the six east European countries taken together 
amount to a target of 4.6 per cent annually in 1986-1990, com- 
pared with only 2.2 per cent recorded in 1981-1985. Growth 
rates of gross industrial output are similar, though lack of in- 
formation for the German Democratic Republic prevents the 


235 Explicit expressions of such views are contained in most of the 
documents listed at the beginning of this subsection, particularly in 
those of Czechoslovakia and the Soviet Union. 

‹‹... There has been a slowing down of the rates of development of 
the national economy. The work of intensifying production, reshaping 
the structure of production, and adjusting methods of administration 
and economic management has been inadequately carried out. New 
techniques and technologies were mastered in industry at insufficiently 
high rates. The technical level and quality of many items, including 
consumer goods, lagged behind present-day demands’’. ((Draft) 
Guidelines for the Economic and Social Development of the USSR for 
1986-1990 and for the period ending in 2000, Novosti Press Agency 
Publishing House, Moscow, 1985, p. 11.) 

‹‹... Overall progress in the accelerated implementation of the results 
of science and technology in practice still does not correspond to the 
possibilities and needs of the national economy’s effective development 
... Despite the gradual improvement of the situation as regards putting 
capacities into operation, some important projects were not finished 
within the fixed deadlines, and there were delays in starting production 
at the projected parameters. The utilization of capital assets did not 
develop satisfactorily. Their effectiveness declined in the course of the 
five-year period (1981-1985) by 3.8 per cent a уеаг.”” (Rudé pravo, 11 
January 1986, p. 1.) 

236 Among other things, this can be explained in part by the fact that 
non-material services are still understood as ‘‘non-productive’’. For 
more details about the non-material sphere, see United Nations 
Economic Commission for Europe, Economic Survey of Europe in 
1984-1985, New York, 1985, pp. 154-165. 


calculation of an aggregate figure for eastern Europe as a whole 
at the present time. In the Soviet Union, NMP used for 
domestic consumption and utilization is expected to rise by an 
average of 3.5-4.1 per cent in 1986-1990, which is some way 
above the 3.2 per cent rate attained in the previous quin- 
quennium. Although no figure for NMP produced is given in 
the Soviet five-year plan guidelines, targets retained for the 
main sectors of output confirm that NMP produced should cer- 
tainly rise faster than NMP used, as in most years of Soviet 
post-war development. 


(2) Relatively high output growth rates do not in themselves 
guarantee the transition to intensive development. If a real 
turnround in efficiency (as indicated by labour productivity, 
capital productivity, material intensity, and by the quality and 
variety of goods produced) is to be achieved, economic growth 
will also have to be accompanied by far-reaching structural 
change, as well as the re-equipment of the productive ap- 
paratus. 237 In most plan documents and collateral texts, the ac- 
celeration in economic growth is thus set within a framework of 
the broader requirements of raising overall efficiency by means 
of faster technical progress and changes in management and 
planning systems. 238 


(3) A specific precondition for faster technical and economic 
growth is a more balanced treatment of the material and the 
non-material spheres. In order to provide continuous innova- 
tion in the material sphere and a comprehensive improvement 
in living standards, most national five-year plans or five-year 
plan guidelines also envisage the reconstruction and re-equip- 
ment of many sectors of the non-material sphere—especially 
science and research. Incentives in all service sectors are to be 
improved, as are programme and organizational linkages be- 


237 The utmost importance of the structural changes to be attained 
has been underlined in most comments on the five-year plan strategies. 
For the Soviet Union, for example, it was pointed out that: 

“The transition of the economy to the lines of intensification re- 
quires serious structural changes and the implementation of an active 
structural policy. Several orientations may be singled out. It means 
first, an increase in the share of investment directed to the technical re- 
equipment and reconstruction of enterprises—up to 50 per cent in the 
XII (1986-1990) five-year plan. Secondly, the creation and large-scale 
implementation of resource-saving techniques ап technologies. 
Thirdly, the reinforcement of priorities to develop of certain branches 
of the national economy and progressive production lines within par- 
ticular branches. At the heart of contemporary structural policy lies a 
qualitative transformation of existing production potential’’. (M. 
Sidorov, ‘‘Effektivnost’, tempy, struktura’’ (Effectiveness, Dynamics, 
Structure), Ekonomicheskaya gazeta, No. 2 January 1986, p. 2.) 

Similar arguments can also be found in the explanation of the Polish 
economic options for 1986-1990. See, M. Gorywoda (Chairman of the 
Planning Commission of Poland): ‘‘Les dilemnes du développement’’, 
Perspectives polonaises, vol. 28, 1985, No. 4, pp. 9-18. However, the 
orientation towards larger structural changes has not so far been 
reflected in the Polish five-year plan documents, partly due to the huge 
investment needed to finalize uncompleted projects. 

238 The draft guidelines of the five-year plans of Czechoslovakia and 
the Soviet Union again give evidence of this orientation: 

“The all-round intensification of the entire national economy [of 
Czechoslovakia] calls for the acceleration of scientific and tech- 
nological progress on the basis of full participation in the CMEA com- 
prehensive programme for scientific and technological progress up to 
the year 2000, the implementation of effective changes in the structure 
of production, improvements in the quality of management and 
planning, use of the economic mechanism, increased participation of 
working people in management, and the raising of their qualifications 
and initiative.’’ (Rudé pravo, 11 January, 1986, р. 1.) 

“The main task of the 12th five-year plan [of the Soviet Union] is to 
increase the rate of efficiency of economic development on the basis of 
speeding up scientific and technical progress, retooling and rebuilding 
production, intensively using existing production potential and perfect- 
ing the management system and the economic mechanism and on this 
basis to achieve a further upsurge in the Soviet people’s well-being.”’ 
(Pravda, 9 November 1985, p. 2.) 
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TABLE 3.1.13 


Selected indicators on five-year objectives, 1986-1990 
(Average annual percentage changes) 


German р 
Czecho- Democratic ь Soviet 
Bulgaria slovakia Republic Hungary Poland Romania Union 
fey ЗАЗ SP OMA: TY BSR oumae Reet fees не 
NMEiproducedtres. sare 4.1-4.6 3.4-3.5 4-5 2.8-3.2 3.2-3.5 7.6-8.3 . 
ИЯ оные оо ste в 2.5-5,0) 9) 228-320 3.5-4.1 
Grossindustrialoutput .. 4.6-5.4 2.8-3.4 2.7-3.0 В 6-6.5 3.9-4.4 
Gross agricultural 
OULD UD оао 1.2.116... 1:2:1,4% 1.4-1.9 2-2.1 5.4-5.8 2.7-3 
GConsimctonmenr aera 4 1.9 2.2-2.8 ay) av 
Labour productivity..... 4.6-5.4 3.2-3.4 Sie 3.7 к 3.7-4.2 
Foreign (гае turnover... с 4.15 к 9.4" 7.1-7.7 м 
Grossinvestment ....... 4.6-5.4 1.9-2.3 4.4-4.5 2.6-5 с 3.4-4.0 3.4-3.9 
Realincomespercapita.. 2.3-2.8 2.1-2.5¢ 1.7-2.1 1.64 2.5-2.8 
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Source: Draft guidelines five-year plans and other documents on developments in 1986-1990. 


а Average annual percentage change as compared with average ouput in the previous five-year period. 


b Foreign trade with the socialist countries. 
© Net capital formation. 
4 Total consumption per capita. 


© Real incomes of population. 


tween service sectors, in particular science and research, and the 
material sectors, notably industry. 


(4) Given the acceleration in overall economic growth, and 
the need for structural change and the re-equipment of existing 
plants, the underlying five-year plan strategies envisage much 
more buoyant investment growth than in the previous five-year 
period. 739 Tables 3.1.5 and 3.1.13 show that, in contrast to the 
generally falling investment levels in all east European countries 
but Bulgaria (and in eastern Europe as a whole) in 1981-1985, 
all the five reporting countries—Bulgaria, Czechoslovakia, 
Hungary, Poland and Romania—are anticipating considerably 
higher investment growth rates. In two countries, investment 
will in fact rise faster than output. In the Soviet Union, invest- 
raent growth in 1981-1985 was the same as NMP growth, anda 
similar pattern is envisaged in 1986-1990. 


(5) Taking into account the resources which will be needed 
for investment expansion, the allocation of the domestically 
utilized part of national output will probably continue with 
faster growth of accumulation than of total domestic consump- 
tion. In addition, though all the countries concerned clearly in- 
tend to improve their overall balance of payments situation, 
and also to reduce further their overall level of foreign in- 
debtedness, several of the plan documents also mention possi- 
bilities for increasing investment potential by taking up foreign 
commercial and financial credits if the international situation 
permits. 


(6) Further increases in real incomes and in overall living 
standards remain a high ranking objective of all the countries 
five-year plan strategies. The anticipated faster growth of accu- 
mulation or investment relative to total consumption is inter- 
preted in many of the draft plans and explanatory documents 
not as an end in itself, but rather as an empirically proved pre- 
condition of a future rise in living standards. Nevertheless, fur- 


39 Recently, a Czechoslovak economist presented a comparative an- 
alysis of developments in Austria, Japan and USA at the stage of their 
transition to an “‘intensive’’ path of economic development. The an- 
alysis indicates that in market economies this transition also requires a 
relatively high rate of economic expansion and, accordingly, large in- 
vestments and high shares of accumulation in the allocation of re- 
sources for domestic use. See J. Klacek: ‘‘Relace mezi vyrobnémi 
faktory v procese intenzifikace’’ (Relationships between Factors of 
Production in the Process of Intensification), Politickd ekonomie, 
1985, No. 1, pp. 43-59. 


ther increases in incomes are clearly intended to be linked more 
closely with output and efficiency performance, at the national 
level as well as within productive associations and enterprises. 


(7) In order to enable a real—also termed a ‘‘radical’’, ‘‘sub- 
stantial’? or ‘‘comprehensive’’ - turn towards an intensive and 
efficient path of economic development, most documents in- 
clude provisions for changes in management and planning 
systems along with corresponding adjustment in economic 
policies. These range from appeals for ‘‘improvement’’ and 
‘“‘nerfectioning’’ to changes in the forms and methods of cen- 
tral planning itself—notably by increasing the independence of . 
associations and enterprises and leaving more room for initia- 
tive at the level of both enterprises and of the individual 
worker. They cover also various forms of “‘participation’’, 
‘‘self-administration’’ and ‘‘self-management’’. For instance, 
in the Soviet Union, there has been a clear orientation towards 
the extension of methods of management and planning which 
have already been applied within the framework of large-scale 
experiments at industrial branch and even federal republic 
level, as well as within enterprises. These experiments include 
methods for testing the feasibility of still more fundamental 
changes in management and planning systems. Scholarly pub- 
lications and other sources, including state and party newspap- 
ers, have recently carried on an unprecedentedly lively and 
critical discussion of many aspects of present management and 
planning practices. A new tone was also observed during the 
very recent deliberations of the XXVII congress of the CPSU. 
In the political report to the Congress it was stated that “а 
radical reform is needed’’ in economic management. 240 In 
Hungary, the process of economic reform has recently ac- 
celerated, although the overall model towards which the Hun- 
garian economy is moving continues to be further elaborated. 
In Poland—where the term ‘‘economic reform”’ has been offic- 
ally used to denote the changes in management and planning 


*40 This was stated by Mr. М. $. Gorbachev, the CPSU Secretary- 
General, as follows: ‘‘The new economic tasks cannot be solved with- 
out an in-depth readjustment of the economic mechanism, without 
creating an integral, effective and flexible system of management that 
will take fuller advantage of the possibilities of socialism. It is obvious 
that economic management requires constant improvements. However, 
the situation today is such that we cannot limit ourselves to partial im- 
provements, a radical reform is needed’’. (Pravda, 26 February 1986, 
Dee) 
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implemented since 1982—an orientation towards a further re- 
structuring of economic management and planning was 
confirmed in June 1985. Nevertheless, the so-called “opera- 
tional programmes”’ and special types of government contracts, 
which directly link government and enterprises and thus fall 
outside the scope of the mechanisms contained in the reform 
programme, still play a considerable role. Information on 
possible changes in management and related planning aspects in 
Bulgaria, Czechoslovakia and Romania is still scarce, and the 
German Democratic Republic has not given indications of any 
future modifications to its management and planning 
system. 74! In summary, broad ranging discussions are taking 
place in the centrally planned economies and a number of 
critical arguments and proposals for change have been tabled. 
Considerable modifications to the Hungarian, Polish and 
Soviet systems have been made. However, at the moment it 
seems that in 1986-1990 most of the countries in question will 
retain the fundamentals of their existing management and 
planning systems. 


(8) Finally, the underlying five-year plan strategies of all 
countries reviewed include, in one form or another, plans for 
increasing participation in the international division of 
labour. 24? This means that foreign trade turnover will rise 
faster than national output. In particular, closer co-operation 
within the Council of Mutual Economic Assistance is consid- 
ered desirable. 243 Most five-year plan documents also em- 
phasize the willingness of the countries concerned to expand 
mutually advantageous co-operation with other groups of 
countries—that is, with the developing and the developed 
market economies. The acceleration envisaged in the pace of 
economic growth, the expansion of the range of goods to be 
produced and the renewal of productive plant in all countries of 
the area may well provide new opportunities for co-operation 
between the centrally planned economies and their trading 
partners. 


Altogether, the underlying strategies contained in the five- 
year plans, draft guidelines and related documents open the 
way for accelerated, more balanced and also more efficient 
economic growth. However, given the mixed and to some 
extent disappointing performance of the previous five-year 
period, this outcome cannot be taken for granted. Overall 
developments in 1986-1990 will depend heavily on three 
complex and largely unforseeable factors: 


241 In mid-February 1986, Mr. G. Husak, the President of the 
Czechoslovak Federal Socialist Republic, announced that Czechoslo- 
vakia may soon implement more extensive changes in management and 
planning, in the first instance following the Soviet experience. At the 
same time, it was reported that Mr. Husak made it clear that the coun- 
try’s own characteristics will be taken into account: ““We are not 
looking for mechanical copying but for a creative use of the Soviet 
experiences.’’ (Rudé pravo, 17 February 1986, р. 2). This was also 
commented in the Financial Times, 18 February 1986, p.3. 

242 A clear statement of this nature is contained in Article 53 of the 
Hungarian five-year plan for 1986-1990: 

“‘The economy is to adjust better to world market requirements and 
to intensify its participation in the international division of labour. To 
a greater extent than previously, the far-reaching qualititive and 
structural changes in the international economy are bound to have an 
effect on business organizations. Improved foreign trade relations and 
foreign market activity are to provide for steady and lively economic 
growth.’’ (Népszabadsdg, 23 December 1985 (Supplement).) 

243 For more details on the relevant CMEA documents see: Summit 
Economic Conference of the CMEA Member Countries, Moscow, 
CMEA Secretariat, 1984: Ekonomicheskaya gazeta No. 52, December 
1985: Sotrudnichestvo stran-chlenov SEV у oblasti planovoi deyatel’ 
nosti (Co-operation of the CMEA-Member Countries in the Area of 
Planning Activities), Moscow, CMEA Secretariat, 1985. 


— First, the overall international political climate and de- 
velopments in the world economy will exert an influence. Both 
the east European countries and, to a lesser extent, the Soviet 
Union depend increasingly on international trade and pay- 
ments. Past changes in the price of oil and its products, and also 
in the terms of trade as a whole, show the varying but sub- 
stantial significance of changes in world market conditions for 
the seven countries under review; 


— Second, climatic conditions influence the implementation 
of the five-year plans, as the agricultural sector in most of the 
seven countries is not fully industrialized and remains sus- 
ceptible to the hazards of weather. High rates of dependence on 
imported energy in most east European countries, and also the 
influence of the weather on hydro-electricity production and 
overall energy demand, further underline the significance of 
climatic conditions; 


— Third, further progress in adjusting management and 
planning systems to the requirements of intensive, i.e., re- 
source-efficient economic development will be needed. This 
could be jeopardized by the tendency of some central planners 
and managers to rely on long-established, traditional methods 
of management, and to resist the changes in work methods re- 
quired to face the challenges entailed by higher levels and new 
patterns of economic development. 


(vii) Policy objectives and prospects for 1986 


Short- and medium-term developments in eastern Europe 
and the Soviet Union have been analysed in detail in subsections 
(11)-(у) above. The underlying development strategies indicated 
in the five-year plans, five-year plan guidelines and other docu- 
ments were summarized in the subsection (vi). In addition, var- 
ious detailed tasks envisaged in the 1986 annual plans for the 
main sectors contributing to the national output, and also in- 
vestment and consumer incomes and supplies, are presented in 
sections 3.2-3.5. In this subsection, the basic objectives for 1986 
will be summarized, together with a tentative assessment of de- 
velopment prospects in that year. Finally, basic information 
about recent developments in the Byelorussian SSR and the 
Ukrainian SSR are briefly reviewed. 


(a) Basic policy objectives for 1986 


The planning tasks presented in table 3.1.14 suggest the fol- 
lowing summary of the main economic policy objectives. 


National plans for 1986 clearly envisage an acceleration in 
output growth rates. In fact, only the German Democratic Re- 
public foresees slightly slower growth in 1986, following the 
nearly 5 per cent expansion of NMP produced in 1985. All 
other east European countries envisage higher growth rates of 
NMP produced in 1986 than actually recorded in 1985. The 
rates range between 2.5 per cent in Hungary to an exceptionally 
high 10-12 per cent in Romania—almost three times higher than 
in any of the other six countries. The very high Romanian NMP 
target contributes to a combined NMP growth objective for the 
six east European countries of just over 5 per cent. This com- 
pares with 5.3 per cent in 1984 and 3.5 per cent in 1985. NMP 
used—the main planning aggregate in the Soviet Union—is en- 
visaged to grow by 3.8 percent after the 2.6 and 3.1 per cent 
rates recorded in 1984 and 1985, respectively. Although no fig- 
ure for the growth of NMP produced in 1986 was mentioned, 
gross industrial and gross agricultural output figures would in- 
dicate that Soviet NMP produced is expected to rise by more 
than 4 per cent. This is consistent with past relationships be- 
tween the growth rates of NMP produced and NMP used. 
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TABLE 3.1.14 


Selected indicators on annual plan for 1986 
(Annual percentage change) 


German С 
Czecho- Democratic : Soviet 
Bulgaria slovakia Republic Hungary Poland Romania Union 
еее 4 ЗЕ i ee ee ee Sn = ве 
Net material product .... 4.0 3:5 4.4 2.3-2.7 3.1-3.4 10-12 3.812 
Gross industrial product . 4.5 2.6 3.8 2.0-2.5 3.2-3.6 8-9 4.3 
Gross agricultural 
РГО 7.4 0.4 0.3 303 1122.7 6.5 4.4 
Construction........... 82 3 Bip? 1.0-1.5 3.5 у 
Labour productivity..... a cad 2.9-3.2 : 3.8 
Foreign trade turnover .. . 5 3b 5.0 3.1-3.9 12-15 4.9 
Grossinvestment ....... 5.8 0.8 1.8 — 4.2 6.8 7.6 
Real incomes per capita .. 2 Deo 1.0-1.5 1.3 235 
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Source: National plans. 
а NMP used for domestic consumption and accumulation. 
b With socialist countries. 


с Real incomes of population. 


Aggregate NMP produced of the seven centrally planned 
economies taken together, as implied by their respective 
weighted plan targets for 1986, thus amounts to about 4.5 per 
cent — compared with 3.2 per cent recorded in 1985. 


The acceleration in the growth of NMP produced envisaged 
for 1986 can be interpreted in two ways. In the first place, NMP 
growth rates in 1985 were below expectations and it can be as- 
sumed that some part of the increases planned for 1986 reflects 
higher capacity utilization rates. Second, most national plans 
emphasize that special efforts will be undertaken to prevent 
output in the first year of a five-year plan period from lagging 
behind the five-year plan objectives — a frequent phenomenon 
in the past. Performance in recent years suggests that the Soviet 
1986 target for NMP used is within reach. But it is also possible 
that eastern Europe’s combined target for NMP produced — a 
rise of over 5 per cent—may be over-ambitious, judging by the 
average 4.2 per cent annual rate of expansion in the three 
previous years. Though the rates planned for NMP in most in- 
dividual east European countries appear practicable, they will 
not be easy to achieve. 


Planned NMP growth rates are similar to those envisaged for 
industry and agriculture—the two main output sectors. Soviet 
gross industrial production is planned to increase by 4.4 per 
cent in 1986, as compared with 4 per cent in 1985. The target for 
eastern Europe as a whole is 4.3 per cent, as compared with 3.9 
per cent achieved in 1985. In individual east European 
countries, planned industrial output growth rates range be- 
tween 2.5 per cent in Czechoslovakia and Hungary, and, once 
again, a rather high 8-9 per cent in Romania. The comments 
made above on the likelihood of the NMP objectives being met 
also apply to the industry targets. 


The biggest output changes in 1986 are envisaged for agricul- 
ture. In the Soviet Union, gross agricultural output in 1986 is 
planned to rise by 4.4 per cent. Since Soviet agricultural 
production stagnated in both 1984 and 1985, this growth rate 
appears within reach. As in previous years, however, its attain- 
ment will largely depend on the weather, which has been un- 
favourable in five out of the last seven years. The 1 per cent fall 
in gross agricultural production in 1985 registered by eastern 
Europe as a whole explains in part the expectations for a 3 per 
cent aggregate growth rate in 1986. In fact, agricultural per- 
formance in most eastern European countries has improved in 
recent years, which also makes this target attainable—given 
reasonable weather. The 1986 gross agricultural output targets 
for individual east European countries vary considerably, rang- 


ing between less than 0.5 per cent in the German Democratic 
Republic and Czechoslovakia to 7.5 per cent in Bulgaria. The 
attainment of the Bulgarian target would still leave the level of 
agricultural output in 1986 no higher than in 1984, since there 
was a contraction of 7 per cent in 1985. 


On the absorption side, scanty figures on foreign trade 
targets suggest that in most of the countries under review for- 
eign trade is planned to expand at rates similar to national 
output. No detailed figures on the allocation of resources for 
domestic utilization have been published. The rise in total gross 
investment in eastern Europe is expected to lag slightly behind 
output expansion. However, this does not mean that total 
domestic consumption will outstrip accumulation: targets for 
per capita real income growth are lower than the investment 
growth target in several countries. A strong investment expan- 
sion is envisaged in Bulgaria and Romania (6 and 7 per cent 
respectively). However, the highest investment growth target in 
1986 is contained in the Soviet annual plan, where it is almost 
twice as high as that for NMP used. This indicates that action 
required to ensure structural change and to raise efficiency is 
being undertaken as early as the first year of the new five-year 
period. As mentioned, total domestic consumption is planned 
to grow more slowly than national output and, probably, accu- 
mulation in most countries reviewed. Real incomes per capita 
are nevertheless planned to increase further in all the countries 
concerned—and projected growth rates are especially high in 
the German Democratic Republic and the Soviet Union. 


(b) Short-term prospects 


If the explanations for the lower than expected output 
growth in 1985 are correct, there appears to be sufficient slack 
in capacity in the centrally planned economies of eastern 
Europe and the Soviet Union to enable their economic growth 
to accelerate in 1986. This is indeed the intention revealed in the 
annual plans for that year. However, recent experience shows 
that such an acceleration cannot be taken for granted, given 
various factors which can have mixed effects on overall per- 
formance. Some of them are especially significant and should 
be examined separately. 


First, as stated already, most east European economies are 
sensitive to climatic conditions. These affect first of all the crop 
production sector of agricultural output, but also livestock 
production and ultimately the output of industrial branches de- 
pendent on agricultural inputs. Climatic conditions can also 
have a considerable impact on energy production and consump- 
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tion and thus оп foreign trade performance, given the de- 
pendence of most east European countries on imported energy. 
They are important for Soviet agricultural performance, as 
well, and can have smaller but still significant effects on energy 
production, particularly on oil and coal output. Hence, signifi- 
cant improvements in the pace of economic growth would be 
attainable under ‘‘normal’’ climatic conditions only—and these 
are by no means guaranteed. 244 


Second, some of the favourable developments in 1983-1984 
were achieved by adjusting imports rather exports, by the 
imposition of increasingly severe energy and raw material sav- 
ing measures, and by repeated calls to raise efficiency backed 
by partial modification of existing management and planning 
mechanisms. However, developments in 1985 show that such 
measures cannot bring about continuous efficiency gains. Their 
effects are generally short-term—i.e., they tend to be effective 
only for one to two years. The further long-term acceleration of 
economic growth under such conditions can only be achieved 
by accelerating new investment, promoting essential structural 
change and by introducing new technologies. All of these re- 
quire time, and are thus not likely to take full effect in 1986. 


Finally, it should not be forgotten that at the end of 1985 and 
at the beginning of 1986—i.e. after the annual plans for the 
year were passed—considerable changes occurred in the world 
market price of oil and oil products (see sections 1.1, 2.1, 3.6 
and 4.1). The effects of these changes cannot be assessed with 
precision for all centrally planned economies, nor will they have 
the same incidence in all cases. But three likely effects can be 
singled out. On the one hand, changes in gas and oil and oil 
product prices will affect Soviet hard currency earnings, as they 
already did in 1985. Changes in the world market for refined oil 
products will also certainly influence the convertible currency 
earnings of those east European countries which have exported 
considerable quantities of oil products. On the other hand, the 
changes in oil prices are expected to encourage economic expan- 
sion in the developed market economies. This would, in turn, 
increase their demand for imports, and thus offer export op- 
portunities for Soviet and east European exports other than oil. 
Nevertheless, the latest changes in oil and raw material prices 
introduce a further element of uncertainty, which could affect 
not only the short-term development prospects of eastern 
Europe and the Soviet Union, but also their plans for the me- 
dium term. 


The above discussion can be summarized as follows. There 
are fairly good prospects for some acceleration in overall 
output and efficiency developments in eastern Europe and the 
Soviet Union. Given the unforseeable, and possibly adverse, ef- 
fects of climatic conditions, and latest developments in interna- 
tional markets, the overall rate of expansion in 1986 could be 
about 3 1/2 per cent (in terms of NMP produced) in eastern 
Europe as a whole, and somewhat more (in terms of NMP 
used) in the Soviet Union. 


244 In fact, recurrent energy shortages were already reported in the 
autumn of 1985 by Romania, which has introduced a system of 
emergency management of the branches concerned. Special measures 
were introduced to save energy, and to give priority to critical in- 
dustrial sectors (Scinteia, 22 November 1985). 


Persistent energy shortages were also reported in Bulgaria, which 
also took special measures to achieve energy savings (Rabotnichesko 
delo, 20 January 1986, p. 4). In addition, the very severe winter of 1985 
appears to have been repeated in 1986. One report states that: ‘‘Pro- 
duction has been crippled in factories, coal mines and power stations as 
severe cold and blizzards battered Bulgaria, whose economy has not yet 
recovered from the disruption of last year’s harsh winter.” Financial 
Times, 7 February 1986, p. 3. 


(c) Recent developments in Byelorussian SSR and 
Ukrainian SSR 


Given the rather condensed nature of the analysis in this sec- 
tion, economic development in the Byelorussian SSR and the 
Ukrainian SSR have not been presented separately. Since they 
are member countries of the Economic Commission for 
Europe, recent and medium-term developments in these two 
Soviet republics are highlighted in more detail in the following 
paragraphs (see also table 3.1.15). 


In the Byelorussian SSR, NMP produced increased by 5 per 
cent in 1985. The same growth rate was also recorded in 1984, 
and was preceded by а 7 per cent growth rate in 1983. 245 Thus 
the last three years have witnessed very good economic per- 
formance, NMP produced having grown by an average annual 
rate of 5.7 per cent in 1983-1985 and 4.8 per cent in 1981-1985. 
The latter is not only well above the Soviet average, but also ex- 
ceeds the NMP growth targeted in the Byelorussian five-year 
plan. The medium-term pace of economic development was 
shaped first of all by a strong expansion of gross industrial 
producton—by an average 5.3 per cent per year. This also ex- 
ceeded the five-year plan target. The growth rate of gross agri- 
cultural production fluctuated widely, ranging from a fall of 
more than 4 per cent to a rise of almost 13 per cent. Nevertheless, 
gross agricultural output in 1981-1985 rose at an annual rate of 
nearly 5 per cent as compared with average production in the 
year 1976-1980. This was considerably more than expected. 
National sources stated that the potential of the Republic is not 
yet fully utilized, especially in agriculture, where the existing 
material, technical and financial resources do not always yield 
appropriate returns. 246 The annual plan foresees а 4.4 per cent 
growth rate for NMP produced and gross industrial production 
in 1986, and about half that rate for gross agricultrual produc- 
tion. Virtually the whole of NMP growth is expected to originate 
in higher labour productivity, which would create room for real 
incomes to rise by 2.6 per cent and gross investment by 4.5 per 
cent. The plan stresses the need for faster structural change and 
for improvements in overall efficiency. 247 


In the Ukrainian SSR, NMP produced increased by some 3 
per cent in 1985, as compared with a 3.6 per cent annual plan 
target. 248 Below-plan performance reflected in the first place 
disappointing agricultural production. It was expected to ex- 
pand by more than 6 per cent but in fact fell by 2 per cent. Even 
so, the average level of gross agricultural production in 1981- 
1985 was over 12 per cent higher than in 1976-1980 (compared 
with the corresponding increase of nearly 6 per cent for the 
Soviet Union as a whole). This was also somewhat more than 
envisaged by the five-year plan of the Republic. Industrial ex- 
pansion during the same period was on average 3.5 per cent, 
somewhat below the five-year target. However, the 3.9 per cent 
average annual rate of expansion of NMP produced was above 
the the five-year plan targets. The national plan for 1986 
anticipates a 3.6 per cent increase NMP produced and for 
industry. 249 


245 A detailed report of developments of the Byelorussian SSR in 
1985 was published in Se/’skaya gazeta, 29 January 1986. 

2% Zyyazda, 30 November 1985. 

247 For detailed information on the annual plan of the Byelorussian 
SSR, see the presentation of the plan by Mr. B. A. Makeichenko, 
Chairman of the State Planning Committee of the Republic, Soviet- 
skaya Belorusia, 30 November 1985, pp. 2-3. 

248 The report on annual developments in 1985 in the Ukrainian SSR 
was published in Rabochaya gazeta, 29 January, 1986. 

249 For more details about the annual plan, see Pravda Ukrainy, 5 
December 1985. 
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TABLE 3.1.15 


Net material product and sectoral gross output in the Byelorussian SSR 
and the Ukrainian SSR 
(Annual percentage change) 


Е 


Net material product 


Plan Actual 


Gross output 


Agriculture 4 Industry 


Plan Actual Plan 


pe a Ч tert ee р 


Byelorussian SSR 


1976-1980 etree 6.0 5:2 
ОЕ acces 4.3 4.8 
Е оо 3.9 5.0 
Вы 4.2 22 
ИЕ 3.8 7.0 
У сиб, 3.9 5.0 
а 3.8 0) 
Оба 4.4 
Ukrainian SSR 

1976-19800. see ae 4.9 3.4 
КОЗ. 3.6 3.5 
о 3.8 Pgh 
1982 ен 3.6 39 
о 3.0 4.0 
VOSA. ре cheatin sys. 3.4 4.3 
Ibis Soe ae Roe 3.6 2.9 
OR Greece. ore ace 3.6 


2.3. 15) 7.4 tle? 
Zak 4.8 Sy 33 
18.9 aes, 4.1 5.0 
Shs) — 4.2 4.3 4.7 
12.0 11.0 3.4 530 
3.4 6.7 4.1 5.6 
3.5 — 1.4 4.1 6.2 
Dal 4.4 
2:5 1.6 5:9 3:9 
2:3 2.4 4.2 3.5 
16.9 0.8 3:5 2.8 
6.9 4.0 29 
10.2 2.6 2.8 4.4 
1.8 3.7 3.1 4.0 
6.3 =, Эй 3.2 
3.4 


Source: National statistics, plans and plan fulfilment reports for 1985. 


4 For five-year periods, average annual percentage changes are calculated on the basis of annual averages relative to the annual averages 


for the previous five-year period. 


Within the Soviet Union, the Ukrainian SSR has often been 
referred to as an exceptionally successful example in imple- 
menting energy and raw material- saving technologies and in 
the recycling of secondary raw materials. This approach seems 
indeed to have contributed to a real turnround in the overall 
material intensity of output growth (GMP/NMP ratio) in the 
Republic: in contrast to the increasing material intensity of 
output which occurred in 1970-1980, and the 1.7 per cent en- 
visaged contraction for 1981-1985, overall material intensity 
was actually reduced by 3.5 per cent in 1981-1984 alone. 250 This 
brought about additional increments in NMP produced and 


250 Izvestia, 15 October 1985, р. 2. 


labour productivity. 251 Even so, the annual report on economic 
and social developments in the Ukraine for 1985 stated that 
some enterprises and associations, and even some branches and 
ministries, do not utilize their full economic potential. The an- 
nual plan for 1986 therefore calls for a more efficient use of all 
factor inputs. The planned high expansion of state investments 
(by almost 8 per cent) in 1986 should play a central role in 
promoting structural change and the retooling of en- 
terprises. 252 


251 This was pointed out by Mr. S. Gurenko, Deputy Prime Minister 
of the Ukrainian SSR, Pravda, 29 October 1985, p. 2. 


252 Prayda Ukrainy, 5 December 1985, р. 1. 


3.2 AGRICULTURE 


This section reviews recent production performance, factor inputs and efficiency as well as current policy 
orientations and prospects in the agricultural sectors of the east European countries and the Soviet Union. After 
the record output levels attained in 1983 and 1984, gross agricultural output in eastern Europe contracted by 1 
per cent in 1985. In most of the countries concerned, output lagged behind the planned target for the year par- 
ticularly in Bulgaria and the Soviet Union. In all countries but the German Democratic Republic, output also 
fell short of the five-year plan objectives. Subsection (i) reviews agricultural output growth in recent years within 
the context of the 1981-1985 five-year plans; subsection (ii) examines trends in arable output; subsection (iii) 
summarizes changes in the output of livestock products; subsection (iv) analyses changes in agricultural inputs 
and efficiency; subsections (v) and (vi) deal with the policy measures and targets for 1986 and up to the year 1990 


and beyond. 


(i) Growth of total agricultural output, 1981-1985 


Gross agricultural output in Eastern Europe decreased by 0.9 
per cent in 1985. This compares with an increment of 6.7 per 
cent in 1984, when a record production level was attained 
(tables 3.2.1 and Appendix table B.13). In Bulgaria, output 
contracted for the second successive year. In Czechoslovakia, 
following three consecutive years of strong expansion, output 
in 1985 fell by 1.6 per cent—slightly more than the small decline 
envisaged in the annual plan. The German Democratic Re- 
public was the only east European country where the produc- 
tion target was achieved and indeed overfulfilled: agricultural 
output increased by 3 per cent. 


In Hungary, production fell by 6 per cent in 1985. Although 
only the second decline recorded in the 1980s, it was bigger than 
in any other year since 1970. In Poland, strong expansion in 
1984 was followed by a smaller rise in 1985. In Romania, 
Output in the latter year did not rise above the record level of 
1984, and lagged well behind the annual plan target. 


In the Soviet Union, two bad years (1981 and 1984) and two 
good years (1982 and 1983), were followed by improved grain 
production in 1985, but total gross agricultural output re- 
mained unchanged. The ambitious total output growth target 
of 6.7 per cent was not achieved. 


In eastern Europe as a whole, agricultural output in 1981- 
1985 rose more slowly than implied by the combined five-year 
plan targets. It also increased by less than in the previous five- 
year plan period (table 3.2.1). Aggregate agricultural per- 
formance in the seven countries was held back by big fluctua- 
tions in crop production (chart 3.2.1). In some countries bad 
weather was responsible. For instance, in 1985, the extremely 
cold and prolonged winter was followed by severe drought in 
the summer. This prevented the attainment of planned produc- 
tion targets in Bulgaria and Romania, and caused severe crop 
damage in Hungary. However, it did not affect the other 
countries under review. Livestock output developed in a more 
stable manner than crop output, since countries were able to 
make good domestic shortfalls in fodder supplies by imports of 
grain and soya. 


Slow overall growth in agricultural output in 1981-1985 
forced some east European countries (Bulgaria in particular) to 
cut their traditional exports of foodstuffs, as well as to expand 
imports of grain and fodder. Certain net importing coun- 
tries—the German Democratic Republic, Poland, and to some 
extent also Czechoslovakia, though not the Soviet Union—have 
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begun to stabilize or even reduce their feed imports, though 
they are still considerably higher than in the early 1970s in all 
countries in question. 


Overall agricultural output growth in the countries under re- 
view is still hampered by shortcomings in the agricultural in- 
frastructure. Bottlenecks in transport, refrigeration plant, 
drying facilities and storage capacities, and—especially at har- 
vest time—shortage of labour, lead to substantial losses every 
year. 253 


(ii) Crop production 


For eastern Europe and the Soviet Union as a whole, 1985 
was not a good crop production year. In Bulgaria unfavourable 
weather conditions—a cold, prolonged winter and drought in 
the summer—held back performance and prevented a repeat of 
the previous year’s record grain harvest of 9.3 million tons. In 
fact, 1985 was the second year of sharply declining crop 
production during the 1981-1985 plan period. Output of all 
main crops fell (tables 3.2.1 and 3.2.2). The country was forced 
to import grain for domestic consumption. Nevertheless, 
thanks to two very good years, crop output in 1981-1984 
averaged nearly a fifth above the 1980 level and, on an average 
yearly basis, it was also substantially above 1976-1980. 254 


In Czechoslovakia, crop production declined by 3.5 per cent 
in 1985. Nevertheless, production of grain was quite good, 
reaching 11.8 million tons compared with the plan target of 11 
million, and over | million tons of maize was harvested. This al- 
most equalled the record of 12 million tons in 1984. During the 
last two years, near self-sufficiency in grain production was 
achieved. Current grain production has thus attained the long- 
term target level (though this has revealed shortages of storage 
facilities). However, production of potatoes, vegetables, fruits 
and grapes were all lower than expected in 1985. 

For the German Democratic Republic, 1985 was a second 
consecutive good year. The grain harvest of 11.6 million tons 


was slightly higher than in 1984, with an average yield of 


951 
253 | 


п the Soviet Union for example, because of the lack of good 
hroughout the country, production losses amount to about 5 


roads 
billion roubles every year. Even in the German Democratic Republic 
the losses over 5-7 years due to inadequate rural roads exceeds the total 


amount of investment needed for their improvement and the construc- 
tion of new ones. (Agrarnye otnoshenia v stranakh sotsializma (Ag- 
rarian relations in socialist countries), Moscow 1984, p. 134.) 


254 Rabotnichesko delo, 26 March 1985. 
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TABLE 3.2.1 


Gross agricultural production 
(Annual percentage change) 


1981-1985 — 1981-1985 
Country 1976-1980 Plan Actual 1981 

Bulgaria 
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Byelorussian SSR 
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Ukrainian SSR 
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Eastern Europe 
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1983 1984 Plan Actual Plan Plan 
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5.9 7.4 (-0.5-3.5) —2.2 0.3 1.76-2.93 
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Sources: Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985) Moscow, 1985, р. 182; Narodnoe khoziaistvo SSSR у 1984 (USSR Statistical У earbook 1984) 


Moscow, 1985, pp. 229, 230; national plans and plan fulfilment reports. 


а Including services and food processing industry 


46 qu/ha. Improved harvests of potatoes, sugar-beet, oilseeds, 
vegetables and fruits were also obtained. 


In Hungary, weather damaged the main crops in 1985 and the 
good grain harvest of the previous year was not repeated. Grain 
output of 14.8 million tons was about 6 per cent below produc- 
tion in 1984. Wheat production increased and the plan for 
wheat exports (about 2 million tons) was fulfilled. Nevertheless, 
convertible currency earnings from agricultural exports were 
significantly less than planned. 


In Poland, the main targets for 1985 crop production were at- 
tained despite difficult weather conditions. The severe winter 
did not cause major crop losses. Winterkill amounted to only 


1-1.5 per cent for grain and 12-15 per cent for rape—below the 
average for 1976-1980. Some 23.7 million tons of grain were 
harvested—2.7 per cent less than in 1984—with an average yield 
of 28.9 qu/ha. Oilseed (mainly rape) production reached record 
levels and was substantially higher than in 1984. Decreases in 
the main non-grain crops as compared to 1984 ranged between 
3 and 10 per cent. 

Over two thirds of the arable land in Romania is currently de- 
voted to grain. Despite the hard winter and the summer 
drought, grain output in 1985 reportedly amounted to 23.1 
million tons, 2.3 per cent less than in 1984. 255 


255 Scinteia, 7 February 1986. 
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; CHART 3.2.1 
Gross agricultural output, total, crop and animal 


(Annual percentage change) 
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Source: National statistics. 
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TABLE 3.2.2 


Crop and grain production and grain yields 
(Annual percentage change) 
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Sources: Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, pp. 200-201 and 206- 


207, national statistics and plan fulfilment reports. 


Crop production in the Soviet Union fluctuates widely from 
year to year because of changeable and relatively hard climatic 
conditions. In spite of a number of measures to stabilize crop 
production, arable output fell by 2.4 per cent in 1981. This was 
followed by two successful years in 1982 and 1983, when arable 
output rose at fast rates. In 1984, crop production again de- 
clined by 1.9 per cent (table 3.2.2). Prelimary estimates suggest 
no increase in 1985, but grain output reached about 190 million 
tons, or about 12 per cent more than in 1984. 256 Nevertheless, 
the key problem remains how to increase and stabilize grain 
production. The area of irrigated land sown to grain has in- 
creased since 1980. Yields can be over twice as high as the aver- 
age for all grains but there are cost and physical limits to expan- 
sion of the irrigated area. It has been reported that crop yields 
from reclaimed land are, moreover, sometimes extremely low, 
due to insufficient fertilizer use and the lack of suitable plant 
varieties. 257 


Non-grain crops increased at uneven rates in all countries 
concerned and their level fell in some of them in certain of the 
years 1981-1984 (table 3.2.3). 


(iii) Livestock and livestock output 


Livestock and livestock production increased in 1981-1984 in 
a majority of the seven countries and by most in Hungary, 
Romania and the Soviet Union (table 3.2.4). Available in- 
formation on the development of the livestock sector also in- 
dicates some improvement in output and supplies of livestock 
products in 1985 (the exceptions being Hungary, and to some 
extent Bulgaria and Czechoslovakia). In Bulgaria, despite the 
severe winter and poor harvest, herds were largely maintained 
in 1985. The number of cattle, sheep and poultry decreased but 
the number of pigs increased by 4.8 per cent. Milk production 
fell marginally, but egg production rose by 3.1 per cent. 


256 UN document 
estimates. 
257 Pravda, 27 October 1984. 
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In Czechoslovakia, some changes took place in the structure 
of herds following a decline in pig and poultry numbers in 1985. 
Nevertheless, the 1981-1985 plan for production of milk, eggs 
and meat was fulfilled. There was a significant rise over the 
1976-1980 level in average milk yields—particularly over the 
last three years when they rose by 100-150 litres per cow. This 
was in line with policy to raise milk production on the basis of 
higher yields rather than by increasing the milking herd. 


In the German Democratic Republic, state procurement 
plans for livestock products were all overfulfilled in 1985. High 
levels of feed production during the last two years have 
provided a basis for maintaining current herd sizes and live- 
stock product output. 


In Hungary, livestock numbers reportedly declined in 1985: 
cattle by 7 per cent, pigs by 10 per cent and sheep by 13 per cent. 
Milk and egg production was also lower than in 1984. The main 
reason was the falling profitability of animal husbandry, due to 
higher costs which were not offset by higher state procurements 
prices. Irregular supplies of good quality feed, and difficulties 
in purchasing rough fodder, were also reported. 


Livestock output, and milk production in particular, is 
falling because reductions in the number of cattle have not been 
accompanied by corresponding increases in their productivity. 
In order to arrest the decline in the cattle stock, farms were 
given tax relief in May 1985. Lower milk production has not 
greatly affected domestic consumption, but has reduced 
production of cheese and powdered milk for export. Neverthe- 
less, exports of live animals and meat (8 per cent of Hungary’s 
total exports) and of livestock products as a whole have risen. 
Meat alone constitutes half of all agricultural exports and 20 
per cent of the country’s convertible currency earnings. At 
present, no other Hungarian product can replace meat in the 
latter respect. 


In Poland, the total herd size is reported to have increased by 
10.2 per cent in 1985 compared with 1984, but the number of 
cows decreased. Meat production increased by 9.0 per cent, 


Country and 


f Sugar- Oil- Raw 
period Potatoes beet seeds cotton Vegetables Fruit 
Bulgaria 
1976198 0.2 било оно Saale —4.2 — 0.7 —8.8 3.6 = 0.9 
И Се ceteeee 33.9 — 19.7 15.4 8.5 50) 15.4 
ОО oft, с eg 16.4 4.1 11.4 58.3 0.6 07 
Осн ое me ell = — 0.9 —52.9 — 14.4 — 15.4 —15.8 =O 
NOS A eter Seeny le cee eT —2.1 SH) —0.7 —14.7 19.3 6.7 
Czechoslovakia 
1976-1980 и. а —5.4 —1.2 11.2 —2.6 4.6 
а ое 38.9 — 0.4 —4.0 5.4 — 42.6 
и Пе В —3.6 lies — 6.2 55 135.0 
iC, Cele a. aieareeeee fe Pee 12.0 — 26.2 61.7 —11.2 —2.0 
Е 2522 24.3 —1.4 16.3 — 15.1 
German Democratic Republic 
NO 6 OB eee ere ee Se 2.4 —3.0 8.4 4.2 
LO Sipe cheat. Tes Sx. Phe. 12.6 Sell —7.7 14.3 — 17.7 
О eh i. в. Е а — 14.4 — 10.5 8.9 => Tee) 58.6 
ОЗ ба: — 20.5 — 14.7 — 15.1 6.8 es 
оо о 68.6 25.6 18.1 10.3 —20.4 
Hungary 
1976-1080 Аве sok AWB A —3.1 — 0.7 20.6 4.1 Br 
ес. зе ooh... SHE. ets 115-57 ORT, 24.5 — 11.3 = 5.2, 
ПО Е а ие —9.3 13.8 —3.6 DES) 29.2 
Е м — 15.4 — 29.3 2.4 —8.1 — 10.7 
has abated бен 25:7 ИЕ 2.8 13.0 — 10.2 
Poland 
Oe ST Oem Aiea ов — 10.7 —7.8 —4.7 — 1.7 Desi 
TI ESS caer a eRe ret a ea 61.3 56.5 — 13.4 32.2 hile} 
Ih Pde det ve еее ети —24.9 —4.9 — 12.1 — 17.4 107.1 
[ORI И 7.9 8.7 35 3.9 — 10.1 
И И. 8.6 — 1.9 64.7 16.3 —9.8 
Romania 
О-В ее 8.7 2.6 525 7.3 3:6 
О ее ата Wed — 21.8 — 14.8 1255 Sica 
IIS Sa А оо о 12.6 De, 6.6 20.9 36.4 
MOSS e Adore sis > eels ont Meuse 24.0 —27.5 — 16.6 —5.0 — 12.4* 
Е ВЕ art 2.9 45.6 34.3 33.6 33 
Soviet Union 
NGTGIGSO о che rove: ters —5.4 4.1 —2.0 4.8 В 0.6 
о И 7.6 — 24.9 — 0.1 —3.3 —0.6 17.6 
о ито 8.5 17.3 15.4 — 3.7 10.5 6.5 
О и Е 6.2 14.6 — 4.5 — 0.7 —3.1 0.1 
РОВ а pera жилет Ball 4.2 — 12.2 — 6.4 7.0 0.8 
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Sources: Statisticheskii echegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, рр. 200-205; national 


statistics. 


а Annual average. 
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TABLE 3.2.3 


Production of non-grain crops 
(Annual percentage change) 


TABLE 3.2.4 


Livestock and livestock output 
(Annual percentage change) 
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Bulgaria slovakia Republic Hungary Poland Romania Union 
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TABLE 3.2.4 (continued) 
ee нии 


Czecho- 


Bulgaria slovakia 


German 
Democratic 
Republic 


Soviet 


Hungary Poland Romania Union 


eee ee, eee ee 


Milk production 
NST6N980R eee 4.2 1.4 
ПОЗ.” 3.6 0.1 
О ес о 5.5) De 
О, а 4.4 9.5 
ео 2.4 4.1 
Eggs 
19701 9 5.8 ibaa 
NOB lee sertees. sass ss —0.4 1.4 
ОЕ 2.4 122 
ВЫ ОНОЕ 6.4 4.0 
О росе 25 552) 


= 


— 0.4 6.9 0.1 3.6 = 
— 1.4 9:3 70 79 = 
—5.2 23 — 0.3 5.8 2.4 
6.5 2.6 5.8 10.2 6.0 
5.4 —0.3 4.0 6.4 Jb) 
1.8 1.8 Fup) 5:3 9:2 
2.8 0.2 120 9 4.2 
0.5 — 0.8 — 13.4 74. 2:5 
22-1) 129 7.4 Sel 37 
2.6 13 7.0 zal 


Source: Statisticheskii echogednik stran-chlenoy SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, pp. 211-213, 218-220; 


national statistics. 
а Conventional units, end of year. 


b Excluding goats and horses. 


milk decreased by 1 per cent and eggs rose by 1.7 per cent com- 
pared with 1984. This has made it possible to increase exports 
of meat and meat products—traditional Polish export items— 
and to ease to some extent the country’s balance-of-trade 
problems. 


In the Soviet Union, the productive livestock population 
decreased slightly in 1985. Nevertheless, thanks to rises in 
productivity per animal, the output of livestock products in- 
creased marginally. State procurement plans for livestock and 
poultry, milk, eggs and wool were all overfulfilled. Meat 
production continues to be the area where output increases are 
being pushed most. 


(iv) Agricultural inputs and efficiency 


(a) Land 


During 1981-1985, the arable area increased only in 
Romania. No country in eastern Europe has significant possi- 
bilities for expanding its agriculture land area. Even in the 
Soviet Union, possibilities for bringing new land into cultiva- 
tion are limited by the huge investments that would be needed. 
The arable land area has in fact declined slightly in the past 20 
years. It has been found necessary to discourage pressure to 
convert land to non-agricultural uses by legislation in some 
countries. 258 The area sown to grain in the seven countries was 
relatively stable in 1981-1984. It rose slightly in Bulgaria and 
Poland, decreased in the Soviet Union and Czechoslovakia and 
remained almost constant with some small year-to-year vari- 
ations in the German Democratic Republic and Hungary (table 
3.2.3). 


Agricultural land use policy also stresses the need to raise 
yields on existing areas, to improve its quality by drainage or ir- 
rigation and, where possible, to reclaim other poor quality 
land. Improved land of all types varies between 10-25 per cent 
of all total arable area in the seven countries under review. In 
Bulgaria more than 25 per cent of the arable land is irrigated. In 
the near future, the area of irrigated maize is planned to reach 
450,000 ha, irrigated soya beans 80-90,000 ha, and irrigated lu- 
cerne 150-160,000 ha. The development of a further 400,000 ha 
of irrigated land using the water of the Danube is also to be 


258 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1980, New York, 1981, p. 102. 


carried out. 259 In Czechoslovakia, the main stress is on land 
drainage. No data are available on the total area of drained 
land, but about 50,000 ha (1 per cent of the arable area) were 
newly drained in 1984. In the German Democratic Republic, 
the irrigated area was increased in 1985 by about 165,000 ha, 
making a total of some 1.1 million ha—about 23 per cent of 
arable land. In Hungary, 5 per cent of arable land is irrigated. 
In Poland, irrigated and drained land now accounts for 25.5 per 
cent of the total arable area. In Romania, the corresponding 
figure for irrigated land is 30.2 per cent. Following the adoption 
of a national programme for land improvement in 1983, a fur- 
ther 2.5 million ha are to be irrigated and drained, and improve- 
ments carried out on a further 2 million ha. 


In the Soviet Union over 60 per cent of arable land is in low 
rainfall areas which are also susceptible to drought. Large ir- 
rigated farming areas have been created in the Volga region, the 
North Caucasus, the southern Ukraine and Moldavia, as well as 
in the Central Asian republics, the Transcaucasus and Kazakh- 
stan. In 1985, as specified in the Soviet Food Programme, some 
1.4 million ha of irrigated and drained land was brought under 
cultivation. The total area of irrigated land is now about 17 
million ha (nearly 8 per cent of the arable land area). 


A considerable proportion of arable land in the northern 
areas of the Soviet Union suffers from excess moisture—the 
non-black earth zone of the RSFSR, Siberia and the Far East, 
Byelorussia and the Baltic Republics. Over the past 15 years, 
important investments have been made to drain and improve 
land in these areas. In total, some 6-7 per cent of Soviet arable 
land has been drained. 


All cotton and rice, 75 per cent of vegetables, about 50 per 
cent of fruits and grapes and about 40 per cent of corn maize 
were produced on irrigated or drained land. 260 


(b) Employment and labour productivity 


For many years agricultural employment has decreased conti- 
nuously in the seven countries together, providing a reserve for 
the ‘‘extensive’’ development of industry and other non-agri- 
cultural sectors. With the exception of Bulgaria, where it con- 
tinued to decline, agricultural employment in all other countries 
since 1980 has remained largely stable or even increased (table 
3.2.6 and chart 3.2.2). 


259 Rabotnichesko delo, 26 March 1985. 
260 Pravda, 24 October 1984. 
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- (Annual percentage change) 
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тата о 0.1 - - _ 
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0.3 Be 0.7 el — 6.5 0.9 ВЯ a 
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—0.1 —3.8 —3.9 —2.3 — 1.0 —3.0 
—0.6 -—0.1 1:2 — 0.2 —7.7 —0.6 


ee 
Source: Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, р. 188; national statistics. 


The decline was reversed after 1979 in the German Dem- 
ocratic Republic, Czechoslovakia in 1984, and Romania in 
1982. In Hungary, small increases in the late 1970s and in the 
early 1980s were reversed in 1983 and 1984. In Poland, where 
the labour force declined rapidly in most years of the 1970s, it 
rose in the late 1970s but has declined again in 1981-1983. In the 
Soviet Union, the agricultural labour force declined by less than 
1 per cent annually in the 1970s, and appears to have risen 
slightly after 1981 (table 3.2.6). During 1982-1984, 8 per cent 
fewer people left the countryside as a whole, while in the 
RSFSR the figure was 20 per cent and in the non-black soil zone 
30 per cent. 26! 


Agricultural employment in the east European countries and 
the Soviet Union has not yet declined to levels characteristic of 
highly advanced countries with an efficient agriculture. Its 
share of the total active population is still high. 26 Its recent 
near-stabilization is thus likely to be temporary. However, the 
apparently large size of the farm labour force can be deceptive: 
the outflow from agriculture has consisted mainly of young 
able-bodied men, while those who stayed consist dispropor- 
tionately of workers in older age groups. This has also resulted 
in declines in fertility levels in rural areas. In some countries 
(notably Bulgaria, the German Democratic Republic), policies 
designed to resolve some of these imbalances have been in- 
troduced. 263 


In these circumstances, it is not surprising that increasing 
mechanization of production, faster labour productivity 
growth and lower material inputs per unit of output are central 
features of agricultural policy in all the countries reviewed. A 
precondition of success in this respect is the raising of the quali- 
fications of the labour force. There are no systematic statistics 
in this respect, but the educational level and professional quali- 
fications of agricultural workers seem to have improved along 
with the introduction of new industrial technologies and rising 


261 Pravda, 25 October 1984. 

262 According to national statistics, the share of the economically ac- 
tive population in agriculture in total active population in 1984 was 21 
per cent in Bulgaria, 12.5 per cent in Czechoslovakia, 11 per cent in the 
German Democratic Republic, 21 per cent in Hungary, 29 per cent in 
Poland, 29 per cent in Romania (1983) and 20 per cent in the Soviet 
Union. 

263 In the German Democratic Republic, despite recent increases in 
agricultural employment, crop operations alone require an additional 
30-40,000 workers. During the harvest period this rises to 
100,000.—V.E. Aper’yan, Sotsializm: naselenie i ekonomika 
(Socialism: The Population and Economics), Moscow, Politizdat, 
1983, pp. 134-135. 


professional requirements. In Bulgaria, for instance, agricul- 
ture now employs 20,000 specialists with higher education and 
more than 2,400 scientific staff. In the German Democratic Re- 
public, some 90 per cent of the people active in agriculture have 
completed training courses and about 9 per cent have had high 
school or vocational education. 


Agricultural labour productivity in 1981-1984 showed a gen- 
erally rising tendency in eastern Europe and the Soviet Union 
(table 3.2.6 and chart 3.2.2). Capital intensity increased in 
1981-1984, usually faster than labour productivity growth, in 
Czechoslovakia, Romania, and the Soviet Union and in some 
years in Bulgaria, the German Democratic Republic and 
Poland (see table 3.2.6). Nevertheless, there is still a great deal 
of room for improving the efficiency of agricultural machinery 
and fixed asset use. 


(c) Agricultural investment 


Investment in eastern Europe and the Soviet Union fluctuates 
according to the socio-economic goals and priorities set in 
various countries. Between 1980 and 1985, agricultural invest- 
ment increased at low rates and even declined in some coun- 
tries—the exceptions being Czechoslovakia, Romania and the 
Soviet Union where it rose briskly and indeed much more than 
planned. The share of agriculture in total investment and in the 
material sphere totals remained stable in Bulgaria, increased in 
Czechoslovakia and to some extent in Romania in the period re- 
viewed (tables 3.2.7 and 3.4.7). The share decreased in the other 
four countries—though not by much. 


In all countries of eastern Europe and in the Soviet Union, 
agricultural investment was mainly oriented towards mecha- 
nization and the development of modern technologies. Land 
improvement also accounted for a big share in some countries 
(it reached 17 per cent in the Soviet Union in 1984). Compared 
with 1980, the tractor park (in physical units) continued to in- 
crease in the German Democratic Republic, Poland, Romania 
and the Soviet Union. In other east European countries it stag- 
nated (Czechoslovakia and Hungary) or decreased (Bulgaria). 
Annual deliveries of tractors to agriculture rose in Czecho- 
slovakia (where scrapping rates were, apparently, particularly 
high), in Poland, and the Soviet Union. In the other countries 
they stabilized. Total tractor capacity (in h.p. per ha of arable 
land), however, increased in all countries but Bulgaria—due to 
the increasing share of bigger tractors in total deliveries (table 
3.2.8). The mechanization of basic field operations has already 
reached high levels. Within the constraint of slower-growing or 
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CHART 3.2.2 


Gross agricultural output, employment and labour productivity in agriculture 
(Indices, 1976-1980 = 100) 
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И И ]C a 
Е TABLE 3.2.6 


Employment, labour productivity and capital intensity 
(Annual percentage change) 


German 
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Sources: Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, рр. 181, 395-404; 
national statistics. 


а Annual average. 
6 Gross output per employee. 


© Fixed assets per employee. 


TABLE 3.2.7 


Investment, fixed assets and capital productivity 
(Annual percentage change) 
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Czecho- Democratic Soviet 
Bulgaria slovakia Republic Hungary Poland Romania Union 
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Sources: Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, pp. 159, 162; national 
statistics. 


а Gross agricultural output per unit of fixed assets. 


declining agricultural investment levels in most countries in ture currently accounts for a low share of the seven countries’ 
1981-1985, the development of capital-intensive methods for mutual trade in investment goods. Nevertheless, agro-technical 
the production of eggs, poultry, meat and pork has been and other specifications for 1,035 types of machinery and 
promoted. equipment have been agreed upon to ensure a degree of equip- 


Long-term joint CMEA programmes for agriculture andthe ment standardization. ** The lines of specialization in this 


food industry have been announced to promote co-operation 
between the seven countries in developing agricultural machin- 264 Co-operation of the CMEA countries in the field of agriculture, 
ery—though as shown in tables 4.5.2 and 4.5.3 below, agricul- Moscow, 1984, p. 21. 
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TABLE 3.2.8 


Stock and deliveries of agricultural machinery 


Stock of tractors 


Deliveries to agriculture 
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о. 55.5 3.0 219 64 4.5 ive 
О: 54.9 Bel 212 67 3.6 0.9 
BOSD о ево 55.3 9.3 202 70 4.4 1.3 
Е оо ое 55.6 3.4 196 7: 4.1 1D 
OSA ce. cree а 55.4 3.4 191 73 3.8 1.0 
Poland 
LO SO Recs Aeceore ое 649.0 30.4 29 208 59.9 4.5 
С, оао creer: ея 682.0 ЗЫ 28 215 59.4 4.2 
NOS De tise eae Cee 738.0 31.6 26 217 60.5 4.4 
1983: ое. ee 758.0 31.9 25 217 64.1 4.2 
Е ИМЕЛ ЖИ 806.0 32.0 23 220 63.1 4.0 
Romania 
т 146.6 9.4 102 95 [5.3 4.6 
MOS Ser eee ater he ae 156.0 9.7 96 98 212 6.2 
Е Е ae 169.0 10.9 89 111 an 
а © oe 168.0 11.3 89 114 14.8 4.5 
О ее aches ORO) ОЕ 174.0 11.6 86 И 18.3 
Soviet Union 
ое 2 562 191.5 216 85 347.6 LHS. 
О. 2 598 199.8 213 88 353.5 104.8 
РИ ames ces 2 649 209.0 210 92 350.0 110.4 
LOSS tol yoann aa See 2 697 217.0 207 95 372.9 115.8 
Ee carter he caer ия 255 223.0 202 98 381.7 115.5 


——— дд 
Sources: Statisticheskti ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, pp. 225-226; national 


statistics. 


trade, which involves, infer alia, deliveries by the six east 
European countries of 120,000 units of machinery and equip- 
ment to the Soviet Union, include equipment for mechanization 
of crop production and livestock breeding, machinery for hop 
harvesting and processing (Czechoslovakia), fodder harvesting 
technology (the German Democratic Republic), meal dryers 
(Poland), equipment for broiler factories (Hungary and the 
German Democratic Republic), laboratories for the quality- 
testing of grain, vegetables, fruit and fodder, and machinery to 
treat grain and to harvest green peas (Hungary), etc. For its 
part, the Soviet Union sells heavy tractors, various combine 
harvesters, land improvement technology, etc. 26 


255) Tbid:, р. 23. 


(d) Fixed assets and capital productivity 
р 


Fixed assets grew substantially during 1981-1984 in the 
countries reviewed, though at decelerating rates in Hungary 
and Poland (table 3.2.7). In all seven countries, agriculture 
accounted for a fairly stable share of total fixed assets in the 
material sphere, ranging in 1984 between 13-14 per cent in 
Bulgaria, the German Democratic Republic and Romania, and 
30 per cent in Poland. 


Agricultural capital productivity levels have generally de- 
clined in all countries since the early 1980s (table 3.2.7)—and at 
rather faster rates than in the material sphere as a whole. In 
most of them, agriculture is still technologically backward rela- 
tive to other sectors and a large share of investment is allocated 


} 
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to infrastructure—especially buildings for storage and other 
purposes—which has no immediate influence on output levels. 
High capital input growth has often been accompanied by in- 
sufficient supplies of specialized agricultural machinery to com- 
plement basic operations (mechanized bulk materials handling 
equipment is an important example), inadequate technologies 
and insufficient numbers of qualified specialists. The high level 
of fixed assets achieved as a result of the fast growth of capital 
inputs in the 1970s is still far from fully exploited. In this re- 
spect, agriculture appears to exhibit—but to a greater de- 


gree—problems encountered in the economy as a whole (section 
3.8 below). 


(e) Other inputs 


Along with mechanization, mineral fertilizers have played an 
important role in raising yields and agricultural productiv- 
ity. 26 Some countries are already close to the upper limits of 
use imposed by climate and soil, as well as by public health and 
environmental constraints. 267 In all countries there is now a 
need for more efficient use of fertilizers, for increases in nu- 
trient content per ton, the development of granulated products, 
ete. 268 


(f) The livestock feed situation 


Domestic fodder supplies fluctuate according to the annual 
variation of crop output and structure: demand changes over 
the longer term according to changes in the size and composi- 
tion of herds. Between 1980 and 1984 the east European 
countries improved their fodder balances (table 3.2.9)—some- 
times at the expense of livestock output (Poland) and some- 
times by increasing imports (Soviet Union). Otherwise, the im- 
provement appears more firmly based in Hungary which was а 
net grain exporter in all the above years, and, though to a 
smaller extent, in Bulgaria and Romania (which were net ex- 
porters in three and two years, respectively, of the period 1981- 
1985). 269 However, all the countries reviewed import sub- 
stantial quantities of soya meal and sometimes whole soya 
beans to supplement the protein value of animal diets (table 
3.2.10). 


As noted, Bulgaria has been a net grain exporter in some 
years since 1981, though in progressively decreasing quantities. 
Its tonnage of soya-bean meal imports in 1984 was bigger than 
its net grain export. Because of the poor harvest in 1985, its feed 
import requirements increased. Czechoslovakia and the Ger- 
man Democratic Republic have progressively cut their grain im- 


266 Some CMEA experts pointed out that almost one half of incre- 
ments in the yields of farm crops are achieved through fertilizers, (61а. 
p. 16. 

267 In 1984 eastern Europe and the Soviet Union utilized mineral fer- 
tilizers as follows: Bulgaria—238 kg/ha arable land; Czecho- 
slovakia—340; the German Democratic Republic—317; Hungary 
—288; Poland—231; Romania—122 and the Soviet Union—103. Sta- 
tisticheskii ezhegodnik stran сШепоу SEV 1985, (CMEA Statistical 
yearbook) Moscow, 1985, p. 288. 

268 At the same time, the intensive use of more highly concentrated 
fertilizers in agriculture is sometimes counter-productive. It can destroy 
soil fertility and cause a number of negative side effects. See, for 
example, the report to the Central Committee of the Bulgarian Com- 
munist Party by У. Tsanov: Za intensivno Г ustoichivo razvitle na 
selskoto stopanstvo i khranitelnata promishlenost na osnovata na 
verkhovite postizhenya na nauchno-tekhnicheskiya progress (For an 
intensive and stable development of agriculture and the food process- 
ing industry on the basis of high achievements of scientific and 
technological progress), Rabotnichesko delo, 26 March 1985. 

269 Since some countries feed substandard wheat to livestock, total 
grain (including bread grain) and soya are taken as the main indicators 
of livestock feed imports. 


TABLE 3.2.9 


Domestic fodder output 2 
(Annual percentage change) 


1976» 
7980 1981 1982 1983 1984 
Виа eee ee —2.0 6:60 ОЛ а 3.4 
Czechoslovakia ...... 0.6 —0.4 13.21 — 1092. Wiles 
German Democratic 
Mew совенино 2.6 3.4 LO Say swe 
HUD gal yen cee een 0.2 3.0 6.9 —13.7 8.5 
Ро — 0.4 Ее oS, АЕ 8.0 
ROmaniaer ея 3.4 6.2 17.4 —13.4 11.6 
Soviet Union ........ 5.6 — 10.7 19.5 12.2 —6.0 


Source: Statisticheskii ezhegednik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 
1985), Moscow, 1985, pp. 200-205; national statistics. FAO, Production Statistics, Vol. 38. 


4 In feed units coarse grain and pulses: nutrients coefficient weighting = 1.0, fodder root 
crops = 0.2, and roughages = 0.4. 


Ъ Annual average. 


ports by improving domestic feed output and quality. Both 
countries were also big importers of soya meal, on an increasing 
scale up to 1984. Hungary and Poland—the bigger east 
European grain importers—also rely on imports of soya for 
feed purposes. Poland’s imports of soya fell back sharply after 
1981, when it was the biggest importer of this commodity in 
eastern Europe, as the size of herds were reduced. A good feed 
grain harvest in 1985 should ease the fodder supply situation. 
Grain imports could fall in the short term, but further increase 
in herd size would tend to push them up further. Between 1981 
and 1984, the Soviet Union’s grain imports increased massively 
from about 25 to 41 million tons. In terms of tonnage, Soviet 
grain and soya imports together in 1981-1984 were equivalent 
on average to about a quarter of all Soviet concentrate feed re- 
quirements—and to about 30 per cent in the latter year (table 
3.2.10). Nevertheless, though the grain problem remains in- 
tractable, the 1985 plan for procurement of coarse and succu- 
lent feed was successfully fulfilled. The discrepancy between 
feed requirements and domestic fodder production, however, 
remains very large. 


(v) Policy objectives for 1986 


The year 1986 is the starting point for implementing the 
strategies on which the 1986-1990 five-year plans are based. In 
all countries here reviewed the central objective is balanced, in- 
tensive growth of both crop and animal production. 


For 1986 and up to the the end of the new five-year plan 
period, further increases in agricultural investment are planned 
in most of the countries concerned. They will be directed 
mainly to the reconstruction and renewal of existing facilities, 
to land improvement and to an extension of the agricultural 
infrastructure. 


In Bulgaria, some improvement is expected in 1986 over the 
poor year of 1985: gross agricultural output is to increase by 7.4 
per cent and grain production is planned at 9 million tons. In 
Czechoslovakia, the 1986 plan foresees a further small (0.4 per 
cent) increase in gross agricultural production over the already 
high level in 1985, and grain production is targeted at about 11 
million tons. In the German Democratic Republic, the 1986 
plan sets a grain production target of nearly 11 million tons (an 
increase of 1.9 per cent over 1985). Increases in the output of 
vegetables, fruit and fodder crops, and more intensive manage- 
ment of pasture land are also given high priority. In Hungary, 
gross agricultural production is expected to rise by 3.3 per cent. 
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TABLE 3.2.10 
Net imports of grain and soybeans 
(Thousand tons) 
Total Coarse Soya Soya cake 
Country grain Wheat grain bean апа meal 
Bulgaria 
1980: и com) ee 32 —487 510 —5 184 
EOS Ue peeve а 628 —259 887 20 230 
с оо — 625 —1 018 388 —2 161 
а cre Geis В —375 —520 136 —1 228 
ОЗ рев —287 —332 43 20 395 
Czechoslovakia 
1980. Bete. oR AE 1 853 50317 37 674 
LOB еее 893 215 678 19 646 
ОЗ они неа. 997 —145 1079 31 590 
т 609 122 517 31 499 
я. 597 206 318 By 735 
German Dem. Rep. 
PO BOW iia ес. 4 100 426 3674 95 798 
асе 3 005 722121263 30 906 
WQS Di Reeds eerie s,s 2 181 656* 1 493 18 982 
LOSS tate. Sea tees 3 436 1 448* 1 820 18 1319 
VOSA Sees. hen tees Avs 2 841 713*\12 088 26 1 185 
Aungary 
ПОЗЕ ие. —797 —812 15 —=0.1 618 
ТО Ве —1 285 —1 198 87 —2 598 
1982 ль, лена —1 621 —1 146 —464 —4 565 
орон —1 342 =1107 —273 =3 836 
Е ое —1 426 —1271 —210 =9 742 
Poland 
L980 Ate toucecsgaers PANGS. 3284 53779 278 1 144 
Ве 6 826 3448 3378 108 1 148 
1982 arsicfens ncn’ 4493 3602 624 99 618 
Ее. 35279" 23364 808 192 319 
NOSA и 2706 2047 503 45 694 
Romania 
LOS Oe A eee 612 92 520 273 302 
OST fete ee oes 975 800 125 81 588 
и о 357 125 279 252 130 
ПОЗ ми» 373 300 12 331 111 
О. — 144 —50 150 422 64 
Eastern Europe 
ТО we 12 963 3148 9815 678 3720 
ое 10992 3728 7 438 256 4116 
о - 5 067 1824 2841 394 3 046 
LOSS seek eS Ai. oe 5980—2607 3020 5685 31312 
оо AP Sil 313 12) 592 536 3815 
Soviet Union 
MO Santescccseque 25 530 13 430 10100 1 085 346 
о. 29 553 14890 14663 1396 968 
о О: 37 877 19267 16849 1506 1550 
ОЗ. sens 29 866 19900 9411 1366 2331 
ТО. Ее 41 079 25 100 15 603 615 600 
Eastern Europe and 
the Soviet Union 
LOS OH ee eee 38 493 16578 19915 1763 4076 
ев оо 40 545 18 618 22101 1652 5084 
а оный 42 955 21082 19692 1900 4596 
оне 35 832 22507 12481 1934 5443 
ое в 45 356 26-413) 18183 1151 4415 


Source: FAO, Trade Yearbook, vols. 36 and 38. 


Note: A minus sign indicates net exports. 


It was announced that price and income regulations will be 
modified in 1986; this should reverse recent declines in the 
profitability of agriculture and stimulate investment. 


In Poland, the main priority in 1986 is improving the man- 
agement of agriculture, raising labour productivity and cutting 


material and energy expenditures. Gross agricultural output is 
planned to increase by 1.1-2.8 per cent (crop production by 0.3 
and livestock output by 2.4 per cent). In Romania, gross agri- 
cultural output in 1986 is planned to increase at a high rate of 6- 
7 per cent. Grain production of 31 million tons is expected, 
compared with 23 million in 1985. At the end of 1985, a special 
programme on self-management and self-sufficiency in agricul- 
ture was adopted to ensure adequate supplies of agricultural 
products (and industrial consumer goods) for consumers during 
the period 1 October 1985-20 September 1986. 270 The pro- 
gramme focuses attention on improving both crop and livestock 
production. 


In the Soviet Union, the plan for agricultural development in 
1986 has been set in accordance with the main targets of the 
Soviet Food Programme. 27! Gross agricultural output is to rise 
by 4.4 per cent (table 3.2.1). A considerable increase is en- 
visaged in crop farming, particularly grain, sunflower seeds and 
sugar-beet. The area of intensive grain cultivation will be ex- 
panded from 17-31 million ha. Some 1.3 million ha of improved 
land is expected to be brought under cultivation. 


(vi) Policy orientations and prospects for 1986-1990 and 
beyond 


During 1985, all countries of eastern Europe and the Soviet 
Union outlined measures and draft outlines of five-year plan 
strategies for 1986-1990. These will mostly be finalized and ad- 
opted in the early months of 1986. Present documents are thus 
preliminary and may be amended before their final adoption. 
The information given below should thus be considered provi- 
sional. 


In all countries, emphasis is placed on increasing the ef- 
ficiency of agricultural production and achieving the transition 
to a path of intensive economic growth. To this end, improve- 
ments and readjustments of the organizational structure and 
planning methods are to be introduced. Economic incentives 
and management systems will be modified to meet new require- 
ments. 


In Bulgaria, further improvements in the organizational and 
management system of the national agro-industrial complexes 
are envisaged, in accordance with new criteria. The inde- 
pendence, rights and responsibilities of the agro-industrial com- 
plexes and the other economic organizations in food industry 
are to be extended. Total agricultural output in 1986-1990 is ex- 
pected to rise by 6-8 per cent compared with 1981-1985. The 
average grain harvest should stabilize at 10 million tons per 
year. New technologies are expected to raise the yields of al- 
most all crops by 20-25 per cent. Programmes to supply high- 
grade fodder and to standardize animal feed rations have been 
outlined. These are considered as essential elements in the in- 
tensification of livestock production. 


In Czechoslovakia, agricultural organizations will begin to 
function under a less centralized system, and new management 
guidelines are being worked out. Emphasis will be placed on 
improving links between the central authorities, with the aim of 
harnessing the initiative of the production enterprises them- 
selves. The immediate task of the agricultural and food com- 
plex as a whole is to ensure high standards of nourishment. The 
country is also expected to become more self-sufficient, es- 


270 Scinteia, 17 November 1985. 


2! The Food Programme of the Soviet Union for the period ending 
in 1990 was adopted in 1982 by the Central Committee of the CPSU. 
For further details, see United Nations Economic Commission for 
Europe, Economic Survey of Europe in 1982, New York, 1983, p. 146. 
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pecially in grain production. Agriculture will be expected to 
comply with the urgent need to reduce production costs, to 
minimize waste of all kinds, and to use raw materials, energy 
and fixed assets more effectively. 


No draft has yet been published on the five-year plans to 1990 
by the German Democratic Republic. 


In Hungary, priorities in 1986-1990 consist in an acceleration 
of economic growth in general and further improvements in 
living standards. Gross agricultural production is planned to 
increase by 8-10 per cent between 1981-1985 and 1986-1990. 


In Poland, a programme for developing agriculture and the 
food economy to the year 1990 was adopted in 1983. Measures 
intended gradually to increase the production of grain and es- 
pecially high-quality wheat are beginning to take effect. It was 
projected that wheat requirements could be met entirely from 
home production as early as 1988. The basic objective was to at- 
tain self-sufficiency in basic food production while increasing 
agricultural exports (Poland plans to export 220,000 tons of 
meat by 1990). The modernization and faster development of 
agriculture and the food industry is seen an important element 
of the new five-year plan. Increased agricultural output and 
lower production costs are emphasized, and measures will be 
taken to raise deliveries of agro-chemicals and technical equip- 
ment, to improve water and power supplies, to extend food 
processing capacity and to expand storage facilities. Various or- 
ganizational changes are foreseen to raise the profitability of 
production for livestock poducts, vegetables and fruits and to 
reduce crop losses and waste. Gross agricultural output is 
planned to increase by 2-2.1 per cent annually (crop production 
by 1.8-2.9 and livestock output by 2.1 per cent) between 1981- 
1985 and 1986-1990. 


For Romania, the draft 1986-1990 five-year plan stipulates an 
intensive development and modernization of the agriculture 
and increased crop and livestock production. Agricultural land 
is to be expanded by more than 500,000 ha. About 1.8-2.3 
million ha will be brought under irrigation, and 1.5 million ha 
under drainage. Work to prevent soil erosion will be under- 
taken on 800,000 ha. Total agricultural output is planned to in- 
crease at an average annual rate of 5.4-5.8 per cent. Grain 
production in 1986-1990 is to rise by 24-30 per cent compared 
with 1981-1985. Stock breeding, especially cattle and sheep 
farming, is to be oriented mainly towards mountain and hill 
pastures and hayfield areas. Meat production in 1986-1990 is 
expected to increase by 38-41 per cent over 1981-1985, milk by 
46-51 per cent and eggs by 27-35 per cent. 


In the Soviet Union, the role of economic levers and incen- 
tives in agricultural management is to be increased, and the 
number of obligatory plan indicators will be reduced. In par- 
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ticular, the price system is to be improved and bonuses for high- 


quality grain and other agricultural products will be em- 
phasized. 


In November 1985, the CPSU Central Committee and the 
USSR Council of Ministers adopted a resolution ‘Оп further 
improving the management of the agro-industrial com- 
plex’’. 272 A new State Agro-Industrial Committee of the Soviet 
Union (Gosagroprom SSSR) was created. Its task is to improve 
management and strengthen integration among different 
branches of agro-industrial production, to ensure further 
progress in the intensification of Soviet agriculture and con- 
siderable expansion in the range of foodstuffs produced. The 
new State Agro-industrial Committee will bring together large 
numbers of industrial food processing and agriculture produc- 
tions. Constituent enterprises will account for nearly one third 
of total Soviet national output and 95 per cent of food produc- 
tion. 


The average volume of Soviet gross agricultural output in 
1986-1990 is to increase by 14-16 per cent over 1981-1985 levels. 
This is to be achieved mainly by more intensive use of produc- 
tion factors. Labour productivity in the public sector of agricul- 
ture should increase by 21-23 per cent compared with 1981- 
1985. Grain production is to reach 250-255 million tons, 273 and 
production of other types of feed is to be developed. Meat 
production is expected to rise to 21 million tons (slaughter 
weight) by 1990, milk to 106-110 million tons and eggs to 80-82 
billion units. An increase in the returns from intensive factors 
in livestock breeding is wholly dependent on improving animal 
nutrition. Thus the further development of feed production and 
increases in its protein content, as well as other aspects of the 
intensive development of animal husbandry, remain a high 
priority in the Soviet Union. 274% According to the Food Pro- 
gramme of the Soviet Union for the period ending in 1990, ag- 
riculture is to be allocated about 27-28 per cent of total material 
sphere investment, and the agro-industrial complex as a 
whole—33-35 per cent. 27° Agricultural machinery and equip- 
ment to a value of at least 43 billion roubles will be delivered to 
farms, of which 17 billion roubles is allocated for livestock and 
feed production. 


27? Pravda, 23 November 1985. 


273 М. $. Gorbachev outlined the strategic target of the Soviet ag- 
riculture in the near future to be production at least 200 million tons of 
grain in any year with unfavourable weather conditions and 250 million 
tons or more in normal years. (Speech of M. S. Gorbachev on 7 Sep- 
tember 1985 in Tselinograd: Pravda, 11 September 1985.) 

274 See, Selskaya zhizn, 12 October 1985. 

275 Prodovolstvennaya programa SSSR na period do 1990: meri po 
ee realizatsii (The Food Programme of the USSR until 1990: measures 
for its implementation), Moscow, 1982, p. 51. 


3.3 INDUSTRY 


Industrial growth moderated in 1985. The effect of supply constraints, mainly of fuels and energy due to the 
severe winter, were reinforced by weaker external demand. Some progress was made in improving industrial ef- 
ficiency. However, progress is judged to be slow, particularly in reducing the energy and material intensity of in- 
dustrial output. The share of high-technology branches in total output rose. Industrial growth is examined in 
subsection (i), constraints on factor inputs and efficiency changes in subsection (ii), energy production and 
supplies in subsection (iii), measures taken to increase industrial efficiency in subsection (iv) and structural ad- 
justments in subsection (v). The main policy objectives for 1986 and medium-term prospects are discussed in 


subsections (vi) and (vii). 


(i) Recent and medium-term industrial growth 


Average industrial growth in the centrally planned economies 
of eastern Europe and the Soviet Union slowed down from 4.3 
per cent annually in 1983 and 1984 to 3.9 per cent in 1985 (table 
3.3.1). A moderation in the rate of industrial growth had been 
envisaged by the annual plans, which implied aggregate in- 
dustrial output growth for the seven countries as a whole of 4.1 
per cent. Industrial output targets set in these plans were not 
fulfilled in the majority of countries. Performance was strongly 
affected by an unusually severe winter and the tight energy 
situation. The difficult start to 1985 led to missed production 
targets in some industrial branches, lower exports than 
planned, higher energy consumption, and transport difficulties. 
In Bulgaria, Hungary and Romania, gross industrial produc- 
tion levels in the first three months of the year even declined 
compared with the corresponding period of 1984. Industrial 
growth gained momentum in the second quarter (the rate of ag- 
gregate gross industrial output in the first half of the year was 
twice as high as in the first quarter) and continued up to the 
year’s end. 


The overall weakening of industrial performance in 1985 was 
evident in eastern Europe, where industrial output growth rates 
fell from 4.8 per cent in 1984 to 4 per cent in 1985. The ag- 
gregate industrial growth target of 4.6 per cent was thus not 
met. The main factors contributing to the slowdown were fuel 
and energy shortages and delivery problems caused by the cold 
winter. In addition to these supply constraints, industrial 
growth was adversely affected by changes in external demand, 
which slackened in comparison with 1984. On the other hand, 
increased eastern imports from the west, and the shift in the 
structure of east European imports away from food towards 
raw materials, fuels and intermediate goods, helped to ease 
shortages in some branches. Some analysts 276 see energy, raw 
material and foreign trade constraints as the main factors limit- 
ing industrial growth. The achievement of improved efficiency 
in the use of production inputs, together with faster adjustment 
to changing demand, were thus decisive for industrial per- 
formance. 


In the Soviet Union, however, gross industrial production 
rose by 3.9 per cent in 1985, in line with the annual plan. But al- 
though the overall industrial output target was met, some 
targets were not—mostly because of the slow transition to an 
“intensive’” (resource-efficient) path of industrial develop- 
ment. 


This general picture conceals important inter-country dif- 


276 See, for example, К. Dyba, В. Vintrova: ‘‘The Czechoslovak 
economy in the 1980s’’, Finance a йуёг, No. 7, 1985, pp. 443-456. 


ferences. In Bulgaria, industrial production increased by 4 per 
cent compared with a target of 5.2 per cent. The severe winter, 
followed by a drought, adversely affected the fuel and energy 
sector, where the levels of production fell compared with 1984. 
This in turn held back output in other branches—particularly 
metallurgy, where production virtually stagnated. Other factors 
contributing to below-plan performance included slower than 
expected efficiency improvements, and managerial inertia. 277 
Czechoslovakia performed relatively well. Gross industrial 
production grew faster than planned (by 3.4 against 3 per cent). 
This reflected an easier energy- and material-supply situation, 
and progress made in reducing the energy and material intensity 
of industrial output. The German Democratic Republic was the 
only country where the industrial expansion in 1985 (4.4 per 
cent) was higher than in the preceding year (4.2 per cent) and 
also ahead of the plan target (3.8 per cent). Adequate energy 
supplies and the progress made in implementing intensification 
policies and in speeding up innovative activity contributed to 
stable and high industrial growth. The industrial combines, set 
up in the second half of the 1970s, and their subsequent 
strengthening, have been of fundamental importance in achiey- 
ing the fast transition of industry to a more resource-efficient 
performance. 278 In Hungary, industrial output increased by 
only 1 per cent—substantially below the 3 per cent annual plan 
target. Supply constraints, as well as weak domestic and ex- 
ternal demand, contributed to slow growth. Deficiencies in 
management at the national level and within enterprises may 
also have played a role. In Poland, industrial performance in 
1985 was below expectations. Industrial output increased by 3.8 
per cent against the planned 4-4.5 per cent. Some of the short- 
fall was due to the severe winter, but persistent material supply 
constraints and low investment levels over the last seven years 
also held back industrial growth. In Romania, an ambitious in- 
dustrial output growth target of 7.5 per cent was not met and 
the actual increase was 4.9 per cent. The excessive energy in- 
tensity of output was a major brake on industrial growth. 
Severe winter conditions and the expansion of output by en- 
ergy-intensive branches increased total energy demand as 
domestic energy output declined. 


277 See an interview with T. Bozhinov, Deputy Chairman of the 
Council of Ministers of Bulgaria, Rabotnichesko delo, 7 October 1985. 


278 The positive role played by the combines, and the measures in- 
troduced in recent years to improve the management system (four main 
indicators for evaluating the performance of combines have been in- 
troduced: net output, net profit, production of goods for domestic con- 
sumption and for exports) is stressed in an article by H. Koziolek: ‘‘Die 
socialistische Planwirtschaft in der DDR und ihre weitere Vervoll- 
kommnung”’ (Socialist plan economy in the GDR and its further per- 
fecting), Wirtschaftswissenschaft, No. 9, 1985, pp. 1286-1300. 
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TABLE 3.3.1 


Industrial output growth 


(Average annual percentage change) 


rere ee ee ee en ee 


/ 


1981-1985 


1985 
1976-1980 
actual Actual Plan 1981 1982 1983 1984 Actual Plan 1986 plan 
Bulgaria txt Sea: 6.0 4.5 5.1 5.4 
нение: 2 } г Е 4.6 4.3 4.2 4.0 5.2 4.5 

vechoslovakia tas: ее acess 4.7 2 2.7-3.4 2] 1.1 2.8 4.0 3.4 3.0 2.6 
German Dem. Rep.?........... 5.0 4.1 S| 4.7 Bal 4.1 4.2 4.4 3.8 3.8 
О ac oe 3.4 2th 3.5-4 2.4 2.5 1.2 В 1 3.0 2-2.5 
Poland Е ооо Е 4.7 0.3 3.8-5.4> — 10.8 —2.1 6.4 Bhp? 3.8 4-4.5 3.2-3.6 
NCTRETTOM en a И 9.5 4.0 7.6 2.6 1.1 4.7 6.7 4.9 Tee) 8-9 

astern PUnOpes see adorei canis 5.6 Oa) 3.7-3.8 — 0.6 1.2 4.4 4.8 4.0 4.6 4.4 
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Source: National statistics, plans and plan fulfilment reports. 
а Marketable production. 

b Three-year plan 1983-1985. 

© Since 1981, marketable production. 


Since 1985 was the last year of a five-year plan period in all 
seven countries reviewed, a preliminary medium-term assess- 
ment of their industrial performance in the whole period 1981- 
1985 is appropriate. Medium-term growth was strongly in- 
fluenced by the marked slowdown which occurred in almost all 
countries concerned in 1981-1982. Worsened external condi- 
tions, as well as domestic shortages of production inputs, con- 
tributed significantly to this. Industrial policies strove to adjust 
industrial growth rates and patterns to these shortages and to 
changing demand. The resulting slowdown was more pro- 
nounced in eastern Europe than in the Soviet Union. Industrial 
output growth fell to the historically low rates of 2.2 and 2.4 per 
cent for the seven countries combined in 1981 and 1982. In 1983 
and 1984, a marked upswing in industrial growth took place in 
most of the countries concerned (Bulgaria and Hungary in 1983 
were the only exceptions). The most important factors con- 
tributing to this acceleration were successful measures to re- 
move supply constraints and to improve the efficiency of re- 
source use. 279 Though industrial performance in 1985 did not 
fully meet expectations, the rate of industrial output growth 
achieved was nevertheless substantially higher than in the early 
1980s. Aggregate gross industrial production in eastern Europe 
and the Soviet Union combined grew by an average annual rate 
of 4.2 per cent in 1983-1985—almost twice as high as in 1981- 
1982. Industrial policies which stressed accelerated industrial 
growth on the basis of greater efficiency in the use of resources 
(notably those in short supply such as fuels, energy, raw ma- 
terials and imported materials), and also faster adjustment to 
changed internal and external conditions, brought some posi- 
tive results—and industrial growth accelerated significantly in 
1983-1985. 


In assessing industrial performance in the whole period 1981- 
1985 as compared with the five-year plan targets, the important 
role played by adverse changes in economic conditions at the 
beginning of the 1980s, particularly in the external environ- 
ment, should be kept in mind. These were not foreseen in 1980- 
1981 when the original five-year plans were prepared and ap- 
proved. Actual industrial development in 1981-1982 deviated 
significantly from the original industrial output targets em- 


279 See the analysis in the previous edition of this publication, United 
Nations Economic Commission for Europe, Economic Survey of 
Europe in 1984-1985, New York, 1985, pp. 115-1 16. 


bodied in the five-year plans. Subsequently published annual 
plans were more realistic in assessing possibilities for expanding 
industrial production. The annual plan targets for aggregate 
gross industrial output growth in 1983 and 1984 were even over- 
fulfilled for the seven countries as a whole. However, the 
targets retained in the 1981-1985 five-year plans were missed in 
most countries. Poland succeeded in fulfilling its three-year in- 
dustrial output target for 1983-1985 but, because of the con- 
siderable contraction in earlier years, production in 1985 was 
only slightly higher than in 1980. 


In a longer-run perspective, industrial growth in 1981-1985 
slowed down compared with 1976-1980 in all east European 
countries and the Soviet Union. The highest industrial growth 
rates in 1981-1985 were recorded by Bulgaria and the German 
Democratic Republic (annual average rates of 4.5 and 4.1 per 
cent respectively), followed by Romania (4 per cent) and the 
Soviet Union (3.7 per cent). Czechoslovakia and Hungary 
reached 2.7 and 2.1 per cent respectively. In Poland, output 
practically stagnated as compared with 1980 (an average annual 
growth rate of 0.3 per cent was attained) (chart 3.3.1). 


One reason for the deceleration in industrial output growth 
between 1976-1980 and 1981-1985 was the internal and external 
constraints discussed above. On the other hand, readjustment 
to the new conditions lagged. Efficiency and structural changes 
based on the introduction of new techniques and technology, 
and improvements in the technical level and quality of products 
proceeded slowly. Moreover, management methods proved in- 
adequate to new and more demanding conditions. 280 


(ii) Shortages of factor inputs and efficiency changes 


The shortages of production inputs, which affected in- 
dustrial growth in the first half of the 1980s, underlines the fact 
that further extensive industrial growth based on increasing 
production inputs has definite limits. Industrial strategy needs 
to focus its attention on higher efficiency in the use of produc- 


280 A similar assessment was published in Pravda, 9 November 1985, 
р. 1: “АЕ the same time a slowdown of economic growth took place 
and the process of improvement of intensification, structure of produc- 
tion and methods of management was insufficient. The introduction of 
new techniques and technology was slow. The technical level and 
quality of many products, including consumer goods in broad demand, 
lagged behind the present requirements.”’ 
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CHART 3.3.1 
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Source: National statistical yearbooks and plan fulfilment reports, 


tion resources. Progress in implementing this strategy as re- 
gards productivity in general and its main aspects (labour pro- 
ductivity, material intensity and capital productivity) are ex- 
amined in this subsection. 


Industrial employment growth in the seven countries com- 
bined declined markedly between 1976-1980 and 1981-1985 
(average rates of growth falling from 1.3 to 0.5 per cent). Poss- 
ibilities for expanding production by higher employment thus 
diminished. The declining trend in industrial employment 
growth continued in the course of 1981-1985. In 1984 and 1985 
the annual increase in industrial employment in the seven 
countries as a whole was only 0.3 per cent in both years. The 
size and direction of changes differed by country: Hungary and 
Poland (except in 1984) witnessed falls in industrial employ- 
ment in all years 1981-1985. In Bulgaria, Romania and the 
Soviet Union the deceleration continued. In Czechoslovakia 
and the German Democratic Republic, industrial employment 
increases were rather stable at about half a percentage point an- 
nually. Limited labour resources thus constituted a challenge to 
boost labour productivity. As can be seen in table 3.3.2, in- 
dustrial labour productivity growth accelerated in 1983 and 
1984 in all countries of the region but Hungary. It moderated in 
1985 throughout eastern Europe and in the Soviet Union—in 
the former case from 4.5 in 1984 to 3.9 per cent in 1985 and in 
the latter from 3.7 to 3.5 per cent. This reflected a slowdown in 
the rates of industrial output growth in 1985. On the other 
hand, labour productivity growth accelerated in 1985 against 
1984 in Bulgaria and the German Democratic Republic. In 
Poland and the Soviet Union the deceleration was small. In 
Czechoslovakia and Romania, however, the deceleration was 
marked and in Hungary it was substantial. The slowdown in 
labour productivity growth between 1981-1985 and 1976-1980 
was not as great as for industrial output growth because of the 
declines in employment growth noted above. In aggregate, 
labour productivity growth in eastern Europe and the Soviet 
Union declined from 3.4 per cent annually in 1976-1980 to 2.9 
per cent in 1981-1985. 


The modest increases in industrial employment in 1981-1985 
narrowed the gap between output and labour productivity 
growth. As shown in table 3.3.3, the contribution of labour 
productivity to the rise in industrial output increased 
continously in individual years 1981-1984 and stabilized in 1985 
in the seven countries as a whole. 


The material intensity of industrial production improved in 
1983 and 1984 in all east European countries (except Poland). 
The performance of the Soviet Union in this respect was below 
expectations (table 3.3.4). The implementation of measures to 
reduce the material intensity of production was often less rapid 
and widespread than envisaged. The introduction of new tech- 
nology to reduce energy and material inputs was hampered by 
the investment slowdown, and a modest level of structural 
readjustment also contributed to below-plan performance. Ex- 
ceptions are again Bulgaria and the German Democratic Re- 
public, which both achieved important cuts in the consumption 
of material inputs per unit of output in 1983 and 1984. Per- 
formance also improved in Czechoslovakia in 1984, in Hungary 
in 1983 and in Romania in 1983. 


Developments in 1985 can be judged only on the basis of the 
partial and incomplete information in plan fulfilment reports. 
In Bulgaria the plan for 1985 envisaged that more than two 
thirds of NMP growth would be covered by material input sav- 
ings. However, the actual decline in costs of production per 
unit of output was modest, and the targets set for the year were 
not achieved. In Czechoslovakia, the consumption of energy, 
raw and other materials per unit of output decreased, but not to 


the extent planned. Inportant gains were, however, achieved in 
the German Democratic Republic, where consumption of main 
energy, raw and other materials per unit of output declined by 
3.5 per cent. The 9 per cent rise in net industrial output, com- 
pared with a 4.5 per cent rise in marketable production, implies 
substantial material input savings, and points up the continuing 
success achieved by the German Democratic Republic in this re- 
spect. No data on progress in this area have been published by 
Hungary and Poland. In Romania, the reductions in the ma- 
terial intensity of industrial production were substantially be- 
low expectations. Net and gross industrial production in 1985 
grew at the same rate (4.9 per cent), whereas the plan envisaged 
substantially faster growth of net output (13.5 per cent) than 
gross output (7.5 per cent). In the Soviet Union, the objectives 
set for material input saving by the plan were not reached by 
many industrial enterprises and serious shortcomings in the use 
of recycled materials persisted. 


In general, the material intensity of industrial production 
declined only slightly in 1985 in most of the countries for which 
data are available—the exception being the German Dem- 
ocratic Republic where substantial progress was made. Planned 
targets were not reached, partly because of the impact of the 
severe winter, higher than planned growth of material-intensive 
branches in some countries and insufficient implementation of 
resource Saving measures. 


As will be seen in subsections (vi) and (vii), the attainment of 
lower material intensity of output is now an important element 
of industrial strategy and the targets retained for 1986-1990 are 
demanding. International co-operation in this area is to be ex- 
tended. The 40th Session of the Council for Mutual Economic 
Assistance, held in June 1985, approved a Programme of 
rational utilization for the material resources up to the year 
2000, which lays down several guidelines for co-ordinated 
action: 

— co-operation in the production of new machinery and 
equipment to economise on fuel, energy, raw and other ma- 
terial consumption; 

— co-operation in introducing new technologies and ma- 
terials; 

— co-operation in using secondary and recycled materials; 

— measures affecting organization and standardization. 281 


Declining industrial capital productivity continued to hold 
back overall productivity gains in 1981-1985 and was the sub- 
ject of serious concern. As shown in table 3.3.5, the declines in 
industrial capital productivity slowed down in 1983 and 1984 in 
all countries of the region. This reflected an acceleration in in- 
dustrial output growth in 1983 and 1984. Some further im- 
provement can be expected in 1985. Among the factors which 
contributed to declining levels of industrial capital productivity, 
the following are often stressed: 282 

— slow retirement of worn-out or obsolete machines and 
equipment; 

— insufficient technical progress incorporated in new fixed 
assets put into operation; 

— slowdown in the transfer of technology from abroad; 


— the attainment of relatively small economies of scale due 
to the insufficient development of the international division of 
labour; 


281 О. Непуб: ‘‘Programme of rational utilization of resources up to 
2000’, HospoddFské поуту, No. 34, 23 August 1985. 

282 К. Zeman: ‘‘Productivity stimulates economic growth’, 
poddrské noviny, No. 43, October 1984. 
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TABLE 3.3.2 


Industrial labour productivity growth 2 
(Average annual percentage change) 


1976-1980 1981-1985 1981 1982 1983 1984 1985 
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Source: National statistics and plan fulfilment reports. 


Note: Due to differences in coverage of industrial employment, figures in this table may differ slightly from officially reported data. 


4 Gross industrial output per employee. 


TABLE 3.3.3 


Contribution of labour productivity to the growth of industrial output 
(Percentage shares) 


1976-1980 — 1981-1985 1981 1982 1983 1984 1985 
Вана ee eee 78 64 46 48 67 79 90 
Czechoslovakia......... 89 81 71 64 82 90 82 
German Dem. Rep. ..... 86 90 89 91 95 90 89 
Нора ее ое 147 176 179 196 283 109 160 
Ро 96 т oe ae 102 86 116 
Ronanidwn wean 61 70 19 43 62 103 98 
EastenmEurope cnn 84 100 175 91 94 97 
ом. 62 81 73 65 86 91 90 
Eastern Europe and 
the Soviet Union...... 71 85 64 83 86 a3 92 


Sources: As for table 3.3.1. 


Note: Due to differences in coverage and methodologies applied, figures in this table may differ slightly from officially reported data. 
When industrial employment decreases in absolute terms, the proportion of output growth accounted for by rising labour productivity is 


more than 100 per cent. 


— systemic shortcomings (inadequacy of incentives to en- 
courage the intensification process). 


Though some improvements in capital productivity have oc- 
curred, progress is still judged unsatisfactory. New measures 
are to be taken to accelerate the liquidation of obsolete equip- 
ment, to improve the technical performance of new fixed assets 
and to increase capacity utilization rate. A larger share of in- 
vestments is to be allocated to retooling existing plant. 


(iii) Energy production and supplies and their impact on 
industrial growth 


The overall energy situation in the east European countries 
and the Soviet Union improved substantially in 1982-1984 and 
this contributed to the acceleration of industrial growth noted 
earlier. In the region as a whole, the primary energy production 
increased by 3.4, 2.2 and 2.8 per cent in 1982, 1983 and 1984 re- 
spectively. Increases in primary energy production were re- 
corded in all three years by all countries, except for Hungary in 
1983 and Bulgaria in 1984 (see table 3.3.6). 


The annual plans for 1982-1984 called for the stabilization of 
domestic energy production and for reductions in energy con- 
sumption per unit of output. Some progress in both respects 


was made. Energy saving measures were incorporated into the 
national programmes to reduce the energy-intensity of produc- 
tion. The long-term energy programme of the CMEA countries 
provides a mechanism for co-ordinating national energy 
policies. 


The picture in 1985 was not uniform. Generally the energy 
supply situation was tight, especially at the beginning of the 
year when severe winter conditions increased demand and 
held back fuel and energy output. As noted earlier, fuel and 
energy shortages were important factors constraining overall 
industrial growth in the majority of the countries reviewed. 
Preliminary data indicate that primary energy production fell 
in Bulgaria in 1985 (by 4 per cent), in Czechoslovakia (by 0.8 
per cent) and in Romania (by 2.1 per cent). Other countries 
succeeded in expanding primary energy output. Exceptionally 
good results were recorded by the German Democratic Re- 
public (an increase of 5.5 per cent). Very high rates of 
growth were achieved in this country in the whole 1981-1985 
period, averaging more than 4 per cent annually. This rate 
was not only higher than in the other countries but was also 
faster than was achieved in the preceding five years—and was 
a contributing factor to the high rate of overall industrial 
growth in the German Democratic Republic in the first half 
of the 1980s. 


TABLE 3.3.4 


Material intensity of industrial production 
~~ (Average annual percentage change) 
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© Data on net output changes are taken from CMEA statistical yearbooks 
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а The ratio of industrial gross output to fixed assets. 


In Bulgaria, fuel and energy supply problems arose in 1985 
due to the cold winter. The exceptional drought which followed 
reduced hydro-electricity output, which accounts for 20 per 
cent of the country’s generating capacity. In addition, the com- 
missioning of new power stations was delayed. The Council of 
Ministers adopted a decree in 1985 outlining measures to 
achieve a balance between energy supply and demand. The an- 
nual plan for 1986 calls for a 6.8 per cent increase in electricity 
generation. 


In Czechoslovakia, coal production declined in 1985 by 2.1 
per cent—as envisaged by the annual plan. This decrease was 
largely compensated by a sharp increase in nuclear electric en- 
ergy production (which rose by 63 per cent) and hydro-electric 
power (up by 35 per cent). The share of nuclear power in total 
electricity production reached almost 15 per cent in 1985. Re- 
ductions in the energy intensity of production ensured that in- 
dustrial growth was unaffected by energy supply constraints in 
1985. The plan for 1986 envisages a decline in fuel and energy 
output which will be offset by further substantial economies. 
Energy consumption per unit of NMP is planned to fall by al- 
most twice as much in 1986 as in 1985. 


As already noted, impressive results in expanding fuel and 
energy output were achieved in the German Democratic Re- 
public. They were accompanied by big reductions in the energy 
intensity of production. Thus supply and demand was balanced 
in 1985. The plan for 1986 calls for a 6 per cent increase in lig- 
nite extraction and in electricity generation. Energy consump- 
tion per unit of output is to be reduced by 3.5 per cent. 


Hungary experienced fuel and energy shortages. Coal 
production of 24 million tons lagged behind the targets of 25.2 
million tons, and declined by 4 per cent against 1984. Neverthe- 
less, this was more than compensated by increases in natural gas 
extraction and nuclear electricity. 


In Poland, fuel and energy fell short of output targets in 
1985. Coal production increased by 3 per cent, due to sub- 
stantial increases in lignite extraction. Electricity generation 
rose by more than 2 per cent. The plan for 1986 envisages a 
roughly 2 per cent expansion of fuel and energy production. To 
achieve a balance between supply and demand, the consump- 
tion of energy per unit of NMP is to be reduced by 3 per cent. It 
seems that Poland is approaching its upper limit of hard coal 
extraction, and output is unlikely to rise much more in the 
second half of the 1980s. 


In Romania, the 1985 plan for energy was ambitious, 283 but 
outcomes were substantially below target. It seems that fuel and 
energy supplies were a major constraint on Romanian in- 
dustrial growth. Coal extraction increased by more than 5 per 
cent, but serious imbalances resulted from below-plan produc- 
tion of oil and natural gas. Oil output in 1985 was almost 2 
million tons lower than planned, and 7 per cent below the level 
of production in 1980. Gas extraction also missed the plan 
target and remained below the 1980 level. Exceptional measures 
were taken in response to the energy crisis. The targets for 1986 
are again ambitious (increases of 8, 50, 13 and 14 per cent are 
envisaged for electricity, coal, oil and gas production respec- 
tively). The consumption of primary energy per unit of NMP is 
to decrease by 4 per cent annually in 1986-1990. 


In the Soviet Union, electricity generation and coal and gas 
extraction in 1985 increased by 4, 2 and 9 per cent respectively 
and the planned targets were overfulfilled. However, oil 
production declined by 3 per cent against 1984 and failed to 


283 See: United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1984-1985, New York, 1985, p. 126. 
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TABLE 3.3.6 


Primary energy production 
(Average annual percentage change) 
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Note: Data on primary energy production calculated by the ECE secretariat in standard coal equivalent (coefficients vary across 
countries). Figures for 1985 based on national plan fulfilment reports and ECE estimates. 


reach the target. Various factors contributed to this shortfall, 
including the cold winter, the depletion of rich oil fields, insuf- 
ficient infrastructure, organizational and management 
problems and the slow technical re-equipment of the oil indus- 
try. The plan for 1986 provides for a further expansion of fuel 
and energy output. Electricity generation is to rise by almost 4 
per cent and nuclear power by more than 13 per cent. Oil 
production is to rise by 3.6 per cent, to reach 616.7 million tons. 
Natural gas and coal extraction are to increase by 5 and 1 per 
cent respectively. Energy consumption per unit of NMP is to be 
reduced by 3.2 per cent in 1986 and by 2.3 per cent annually in 
1986-1990. 


(iv) Measures taken to increase industrial efficiency 


Declining trends in industrial growth at the beginning of the 
1980s brought into focus the question of the efficiency with 
which production inputs are used. Measures to promote ef- 
ficiency actually became decisive elements in the industrial 
policy of the countries examined in the 1980s. 


Changes in efficiency resulted from numerous mutually re- 
lated factors which can be classified according to different cri- 
teria. In general, the determinants of industrial efficiency 
growth can be grouped under the headings scientific and 
technical progress, human factors and the system of planning 
and management. 


Science and technology of course influence the pace and di- 
rection of industrial development in many ways, and policies to 
promote their adoption cover the whole industrial cycle from 
research to application and diffusion. In this sense, the meas- 
ures taken in recent years have usually been directed not only 
towards the quantitative expansion of scientific and tech- 
nological potential but, more particularly, towards improving 
the quality and accelerating the application of research and de- 
velopment results to the production process. The measures 
which were adopted to speed up scientific and technical 
progress can be classified as follows: 284 


*84 See, for example, the decree of the Central Committee of the 
Communist Party of the Soviet Union and the Council of Ministers on 
“‘Measures for speeding-up scientific and technical progress in the na- 
tional economy” (Ekonomicheskaya gazeta, No. 36, September 1983, 
p. 5); and also documents of the 8th Session of the Central Committee 
of the Communist Party of Czechoslovakia in June 1983, which was 
devoted to the accelerating application to production of the results of 
science and technology (Rudé prdvo, 17 June 1983). 


— Improving the management and planning of scientific and 
technical development and linking them with other constituents 
of overall economic development plans. All phases of the in- 
novation cycle (research-development-production-introduc- 
tion-use) are to be included in the plans. The ‘‘target-oriented 
programmes’’ of technological development have become the 
main instruments in setting the basic objectives and priorities of 
national scientific-technological policies. They include such in- 
novations as an intensified application of electronics, automa- 
tion, robotics, biotechnology and new materials. 


— The development of financial incentives for scientific and 
technological innovation is now considered as an important 
part of overall scientific and technological policy in the coun- 
tries examined. The role of enterprises’ own financial resources © 
and bank loans increased and special funds for financing the 
development of science and technology were created. Bonuses 
can be used to reward the workers, technicians, designers and 
researchers involved in successful innovation activity. In the 
Soviet Union, for example, pay increases for scientific workers, 
designers and technicians in industry were introduced in 1986, 
to provide a closer link between renumeration and personal 
contributions to scientific and technological progress. The 
bonuses can amount to 30-50 per cent of basic salary. There will 
also be price incentives: in the Soviet Union, as in some other 
centrally planned economies, supplements of up to 30 per cent 
on basic wholesale prices are expected to be paid to producers 
whose products meet the highest quality standards. 


— Institutional measures have been taken in recent years to 
integrate scientific institutions and research organizations more 
closely with production units. Thus, for example, in the Soviet 
Union ‘‘scientific-production complexes’’ have been created. 
These organizations are expected to co-ordinate all stages of the 
innovation cycle, beginning with research, through construc- 
tion, the supply of technology, the provision of testing lab- 
oratories and, ultimately, up to the manufacturing processes. 
In the German Democratic Republic, the great majority of re- 
search and development centres have been taken over by 
production enterprises (‘‘combines’’). 


— International co-operation among СМЕА member 
countries has been extended and is expected to lay down long- 
term guidelines for the co-ordination of structural readjust- 
ment, scientific and technological policies and capital invest- 
ment. In this respect, the ‘Comprehensive programme of 
scientific and technological progress up to the year 2000’’, ad- 
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opted at the extraordinary 41st session of СМЕА, 285 has par- 
ticular importance. The document enumerates five priority 
areas: expansion and use of electronics in national economies 
through large-scale application of micro-electronics and com- 
puters; comprehensive automation based on the creation of 
flexible production systems and highly productive industrial 
robots; accelerated development of nuclear power generation; 
creation and introduction of new materials and techniques; and 
development of biotechnology. Special emphasis is being placed 
on the development of direct links between ministries, en- 
terprises and organizations engaged in scientific and tech- 
nological development. The 116th Session of the CMEA Execu- 
tive Committee, held in Moscow in September 1985, focused its 
attention on legal, financial, price formation, credit and other 
measures for adoption by countries to promote direct produc- 
tion links between the economic organizations in different 
CMEA member countries. It was noted that present price for- 
mation systems do not favour the establishment of direct links 
between enterprises. 286 


Labour and wage systems rank among the most important 
elements for increasing industrial efficiency. Under conditions 
of rapid world-wide technological advance, improvements in 
the qualifications of the labour force, in the education and 
training systems and in incentive schemes are particularly 
important. This is also the case in the CMEA countries, all of 
which, as stated above, have experienced a slowdown in in- 
dustrial employment growth. Manpower shortages can, of 
course, be compensated by improved quality and improvements 
in the efficiency with which labour is used. Employment mobil- 
ity and labour retraining schemes can also contribute to 
structural adjustment policies aiming to increase efficiency. 
Measures to improve labour and wage systems thus focused on 
educational reforms, and enhancing the motivation of workers 
by widening wage differentials. Czechoslovakia introduced a 
two-stage wage reform: the wage system is first to be simplified, 
and manpower-use norms are to be more widely used. Hungary 
is trying to modernize the system of labour organization and in- 
centives, to improve work discipline and management stan- 
dards. Education and training policies are to be better co- 
ordinated with labour demand. In Romania, exports are to be 
stimulated by bonuses of up to 20 per cent of basic salaries. 
Similar incentives were introduced to encourage plan fulfil- 
ment. Some countries have recently introduced a new 
‘‘brigade’”’ system of labour organization. 


Improved management, planning and incentive systems can 
also make important contributions to efficiency. 287 Attention is 
directed towards strengthening the planning system itself, 
promoting incentives, improving organizational structures and 
further decentralizing decision-making. 


A number of industrial policy measures have been introduced 
in recent years to boost industrial efficiency. The basic aim was 
to shift industrial growth towards a predominantly intensive 
path. A comprehensive assessment of the effects of the meas- 
ures is, however, difficult. There is an apparent gap between 
the efforts taken to increase efficiency and their results, as ref- 
lected in the changes of efficiency indicators. However, some 


285 Ekonomicheskaya gazeta, No. 52, December 1985, рр. 4-6. 

286 See the article by В. Rohligek, Deputy Prime Minister of the 
CSSR, Rudé pravo, 14 October 1985. 

287 As noted by a well-known Soviet author: ‘‘In the light of radical 
changes in the conditions and factors of economic growth, the CMEA 
countries will have to make adjustments in their economic policy, 
planning practices and economic thinking itself during the current 
decade’. О. Bogomolov, “СМЕА strategy for the 1980s’’, Kommu- 
nist, No. 7, May 1983. 


time lag between the introduction of measures and their effects 
is inevitable. The deeply-rooted inertia in present management 
systems may prolong this period. External and other factors 
may also constrain efficiency growth. It has been officially ad- 
mitted that improvements in efficiency still take too long and 
yield results which do not match the efforts made. Neverthe- 
less, the acceleration of industrial growth in 1983-1985 in com- 
parison with the early 1980s, improved labour productivity and 
also, observable reductions in the energy- and material-intensity 
of industrial output, suggest that some positive effects have re- 
sulted from measures taken. However, a longer-term assess- 
ment of industrial development in the centrally planned 
economies of eastern Europe and the Soviet Union clearly 
Suggests that changes in the system of management and 
planning are a necessary precondition for further progress. 


(У) Structural adjustments 


The importance of structural change for industrial growth, 
its close relationship with scientific and technological progress, 
the deepening of the international division of labour and the 
satisfaction of final demand are frequently discussed in the 
centrally planned economies. 288 Structural change is seen as an 
important factor contributing to efficiency increases, the easing 
of bottlenecks, foreign trade expansion and better satisfaction 
of demand. However, the results of empirical analysis indicate 
that the contribution of structural change in industry to labour 
productivity growth was rather low, in fact negligible, in the 
period 1981-1984 in most of the countries examined (see section 
3.8). In 1981-1982, a majority of them tried to re-establish bal- 
anced industrial growth and structural changes were directed to 
this objective. Policies were oriented towards the removal of 
bottlenecks, import substitution and export promotion. The re- 
covery of industrial growth in 1983-1985 was, however, accom- 
panied by less favourable developments in the structure of in- 
dustrial growth and some of the expected efficiency gains were 
not achieved. In certain cases, higher than planned growth of 
energy- and material-intensive branches (fuel and energy, 
metallurgy, chemicals and heavy engineering) continued— 
mostly because energy and material input savings programmes 
did not yield the expected results. These branches also took a 
big share of industrial investment—which held back the mod- 
ernization of fixed assets in other branches. Despite efforts to 
remove supply bootlenecks by developing certain branches 
rapidly in the early 1980s, shortages reappeared in some coun- 
tries in 1985. They contributed to the slowdown in industrial 
growth (see subsection (ili) above). In Bulgaria, Hungary, 
Poland and Romania, the severe winter sharpened tensions in 
energy supply; and production in energy-intensive branches, 
such as metallurgy and chemicals, had to be held back. 


On the other hand, growing efforts were made to accelerate 
scientific and technological progress, to satisfy domestic de- 
mand and to promote exports. Good performances in the engi- 
neering and chemical branches contributed to this (table 3.3.7). 
Chart 3.3.2 illustrates industrial growth patterns in the last de- 
cade, and confirms the priorities attached to the engineering 
and chemical industries in all countries under review. Output 
performance of the light and food industries differed by coun- 
try, but was generally below the average for the industry 
as whole. This indicates that the relationship between the 
production of producer goods (‘‘group A’’) and of consumer 


288 See, for example, K. Steinitz: ‘‘Intensiv erweiterte Reproduktion 
und Entwicklung der Produktionsstruktur’’ (Intensively expanded re- 
production and the development of the production structure), Wurt- 
schaftswissenschaft, No. 8, 1985, рр. 1121-1138. 
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goods (‘‘group B’’) developed in favour of the former in most 
countries (table 3.3.8). 


The acceleration of structural changes in industry is an 
important objective of industrial policy for the forthcoming 
period. 289 Structural changes are designed to contribute more 
than in the preceding period to industrial efficiency growth. 
They are a precondition for accelerating and diffusing tech- 
nological progress and for deepening the international division 
of labour—particularly between CMEA countries. As in the 
long-term programmes of co-operation adopted by the latter, 
national strategies give prominence 10 high-technology 
branches such as electronics and others. 


(vi) Policy objectives and prospects for 1986 


The seven countries’ industrial policies for 1986 reflect the 
main directions of the five-year plans for 1986-1990 currently in 
preparation. Industrial growth is to be based on greater 
efficiency in the use of all production inputs. The transition to 
predominantly intensive industrial growth is to be accelerated. 
Aggregate gross industrial output is expected to grow by 4.3 per 
cent in 1986—slightly above the pace of industrial growth in the 
last three years (4.2 per cent), and also faster than in 1985 (3.9 
per cent). 


Plans for 1986 provide an indication of the likely pace of 
transition to more efficient (intensive) industrial growth which, 
as stated above, is expected to be the central feature of the five- 
year plans for 1986-1990. Industrial policies for 1986 generally 
focus on higher efficiency in the use of resources (particularly 
energy, raw and other material inputs), structural change and 
export expansion. Underlying this general picture there are, 
however, differences in the industrial strategies of individual 
countries, reflecting their specific economic constraints and op- 
portunities. 


Bulgaria envisages a 4.5 per cent rise in gross industrial 
output. This corresponds to the average rate of the previous 
five years and exceeds output growth in 1985. Strategy is based 
on the fast growth of branches promoting scientific and tech- 
nological progress (engineering, electronics and писго- 
electronics, automation, new materials and biotechnology). A 
new approach in planning is to link scientific and technological 
programmes more closely with output and other plans at 
branch level. 


Another new feature of the plan is that targets are established 
at branch rather than at ministerial level. Quite rapid growth is 
expected in 1986 in electronics (more than 11 per cent), engi- 
neering (more than 9 per cent), chemicals (5.4 per cent) and 
electricity generation (almost 7 per cent). Important savings are 
envisaged in the consumption of energy, raw and other material 
inputs per unit of industrial output, but no quantitative targets 
are given. 


In Czechoslovakia, the plan for 1986 provides for a 2.6 per 
cent rate of industrial growth, markedly less than achieved in 
the preceding two years. The strategy is to reduce considerably 
the material intensity of industrial output. The rate of growth 
of net industrial output is planned at close to 4 per cent (based 
on information that four fifths of the planned rise in NMP 
produced will be generated by industry). Branch targets follow 
the strategy of previous years, also confirmed in the draft five- 
year plan for 1986-1990. High output growth is expected in the 


289 See L. Faluvégi: ‘“‘Economic efficiency, control and manage- 
ment’’, Acta Oeconomica, vol. 33, No. 3-4, 1984, p. 202. 
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low energy- and material-intensive branches and in those 
linked with technological progress. Thus, electrical engineering 
is expected to increase its output by almost 9 per cent, engineer- 
ing by almost 5 per cent and the pharmaceutical industry by 6 
per cent. Stable or declining output is foreseen for fuel, energy 
and metallurgy. The light industry output target is 3 per cent. In 
general, the production of high quality products for export and 
the domestic market is emphasized. 


A moderation of industrial growth is foreseen in the German 
Democratic Republic in 1986. Marketable industrial production 
is to grow by 3.8 per cent—compared with 4.2 per cent in the 
preceding three years: Net industrial output should increase by 
8.5 per cent, which again implies a substantial reduction of 
intermediate consumption per unit of industrial output. Ma- 
terial costs per unit of output are to fall by 2.4 per cent. 
Scientific and technological progress is to be speeded up. Engi- 
neering is to occupy the key position in this process: the output 
of mechanical engineering is to rise by 6 per cent and that of 
electrical engineering by almost 8 per cent. High-technology 
products, such as micro-electronics, robots, automation tech- 
nology and computers are to grow very fast. Chemical output is 
to expand by almost 4 per cent and very rapid growth is ex- 
pected for light chemical products, organic chemicals and 
pharmaceuticals. Policy also stresses the production of high- 
quality consumer goods and increased supplies. 


In Hungary, industrial growth is to accelerate from the re- 
markably slow rate of 1 per cent in 1985 to 2-2.5 per cent in 
1986. Industry is expected to make a greater contribution to the 
growth of NMP produced and to the expansion of exports than 
in recent years. The annual plan requires faster adjustment to 
demand changes, more rapid growth of highly-processed 
products, reduction of energy and material consumption per 
unit of output and improvements in quality. Organizational 
changes and the switch to new forms of enterprise management 
have been announced to speed up the above processes. The plan 
for metallurgy is to improve the efficiency and quality of 
production. Engineering is to grow faster than industry as a 
whole, as should high-quality chemical manufactures. 


In Poland, the plan for 1986 envisages rates of industrial 
output growth of 3.2-3.6 per cent—slightly less than actually 
achieved in 1985 (3.8 per cent) and substantially under the fig- 
ure for the preceding three years (5.1 per cent). Industrial 
growth is likely to be affected by shortages having their origins 
in previous years and external constraints. Industrial policy 
now stresses the following priorities: 


— improvement of export performance to generate con- 
vertible currency trade surpluses large enough to support both 
debt service and import requirements; 


— faster progress of scientific and technological develop- 
ment, notably by means of faster growth in the output of 
branches promoting technological progress, such as engineering 
(5 per cent) and chemicals (5.4 per cent); 


— improvement in the balance between domestic supply and 
demand by increasing deliveries of consumer goods (by almost 
3 per cent) which is seen as an important prerequisite for reduc- 
ing inflationary pressures; 


— higher efficiency in the use of production inputs to reach 
planned output targets (the plan expects a 2 per cent reduction 
in the material intensity of industrial production). 


The Romanian plan for 1986 embodies ambitious targets, 
calling for an 8-9 per cent rise in gross industrial output. The 
net industrial output target is substantially higher (12-15 per 
cent), indicating exceptionally large (6 per cent) reductions in 
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Source: ECE secretariat calculations based on national statistics. 

Note: Conversion of national classification of industrial output by branches to standard classification does not give complete comparability of data. In Hungary fuel includes ore mining and 
fuel. In Poland fuel includes also the output of the oil and gas branches. Metallurgy in Bulgaria and the Soviet Union includes ferrous metallurgy only. In the German Democratic Republic the na- 
tional classification does not separate energy from fuel. Wood and paper is included in other light industry. There are also some slight differences in coverage of other light industry 
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Producer and consumer goods in total industrial output 
(Percentage shares) 
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Source: Statisticheskii echegodnik stran-chlenov SEV 1984 and 1985 (CMEA Statistical Yearbook 1984 and 1985), Moscow 
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CHART 3.3.2 


Industrial growth patterns 
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production costs per unit of industrial output. Compared with 
actual industrial performance in 1981-1985, the growth target 
appears optimistic. 


Industrial labour productivity growth is to surpass the 
growth rate of industrial output, implying that the plan foresees 
an absolute decline in industrial employment. Accelerated 
technical progress, and structural changes and improvements in 
labour organization are seen as main factors in achieving these 
targets. No plans are available for the growth of individual in- 
dustrial branches (production targets for selected industrial 
products only were published). However, the highest growth 
rate is foreseen in engineering and chemicals, the former is ex- 
pected to account for almost 30 per cent of total industrial 
output in 1986. Consumer goods supplies are to be improved; 
the National Assembly adopted a ‘‘Programme on self-man- 
agement and self-sufficiency’’ to improve supplies of food- 
stuffs and consumer goods. 290 


The Soviet Union’s plan for 1986 envisages an acceleration of 
industrial growth from 3.9 per cent in 1985 to 4.3 per cent in 
1986. Industrial policy aims at speeding up scientific and tech- 
nological progress, modernizing and improving industrial struc- 
tures, and ensuring greater efficiency in the use of production 
resources (especially energy, raw and other material inputs). In- 
dustrial labour productivity is to increase by 4.1 per cent and 
the contribution of labour productivity to industrial growth is 
expected to reach 95 per cent. Structural change will involve the 
fast growth of branches linked with scientific and technological 
progress and higher efficiency in resource use. Thus, engineer- 
ing is to grow by 6.6 per cent and the share of high-quality pro- 
ducts should reach almost 45 per cent. Priority is given to flex- 
ible production and automated systems, industrial robots and 
computers. Special attention in engineering is to be paid to ob- 
jectives related to the implementation of long-term рго- 
grammes for food, energy and consumer goods production. 
The drive for faster modernization and retooling of engineering 
is reflected in the intent to replace 5-10 per cent of worn-out or 
obsolete machines and equipment (compared with an average 
of only 3 per cent in 1981-1985). In metallurgy, emphasis is on 
the qualitative aspects of production; the rate of growth of 
high-quality metals is to be substantially accelerated. A similar 
emphasis is put on the chemical and light industries. Consumer 
goods production is to grow faster (by almost 5 per cent) than 
total industrial output, and a ‘‘Comprehensive programme for 
the development of consumer goods production and the sphere 
of services up to the year 2000”’ was adopted, with the objective 
of improving supplies and quality and to broaden the assort- 
ment. 29! The acceleration of industrial growth is to be accom- 
panied by slower rates of increase in fuel, energy, and raw ma- 
terial consumption and labour resources. Hence, the attain- 
ment of efficiency increases based on improved management 
and high technology will be decisive for fulfilling the plan 
target. 


(vii) Medium-term prospects 


The final drafts of the five-year plans for 1986-1990 are still 
under preparation in most countries. Therefore only the main 
provisional guidelines for industrial development in some east 
European countries can be examined here. Common features 
are: 

— the acceleration of economic growth in comparison with 
the previous five-year period. Industry is expected to be the 
290 Scinteia, 17 November 1985. 

291 Ekonomicheskaya gazeta, No. 41, October 1985, pp. 3-7. 
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fastest growing sector of NMP. Net output growth targets are 
set higher than those for gross output. This reflects policies to 
reduce energy and material input consumption per unit of in- 
dustrial output; 


— the transition to a predominantly intensive path of in- 
dustrial growth. This is to be speeded up through higher ef- 
ficiency in the use of inputs. Industrial efficiency targets are 
very demanding in comparison with the preceding five-year 
period. A striking feature of the draft plans for 1986-1990 is the 
slow growth of energy, raw and other material inputs and the 
substantial improvements required in the energy- and material- 
intensity of industrial output. Industrial efficiency is expected 
to reach a ‘‘qualitatively new level’’; 


— structural changes are to take place on a wide scale and 
will reflect the changed supply and demand situation. Balanced 
industrial growth is to be promoted. The pattern of industrial 
growth is to be shaped in conformity with the requirements of 
scientific and technological progress and the international, and 
especially the intra-CMEA, division of labour; 


— the quality and technical level of industrial goods is to be 
substantially improved; 


— export promotion will rank among the priority objectives 
of industrial policy. 


Information on industrial development in 1986-1990 for the 
German Democratic Republic is not available at the time of 
writing. In the following pages only a preliminary brief ap- 
praisal of expected industrial development in the remaining east 
European countries and in the Soviet Union is given. 


In Bulgaria, industrial output is expected to grow within a 
range of 4.6-5.4 per cent. Industrial policy stresses an accelera- 
tion of scientific and technical progress, structural changes and 
improved management as the main factors for improving in- 
dustrial efficiency. Priority attention is devoted to the provi- 
sions of the ‘‘Comprehensive programme of scientific and 
technical progress up to year 2000?” which was adopted by the 
CMEA countries (see subsection (iv) above). Such high- 
technology branches as information technology and telecom- 
munications, micro-electronics and industrial robots are to ex- 
pand very fast (by 15-25 per cent annually). Engineering and 
chemicals are singled out as the fastest growing industrial 
branches (annual rates of 8.5 and 7 per cent respectively). 
Electricity generation in 1990 is to reach 54-56 billion kWh, 
which implies on average a 5.7 per cent annual rise. 


Czechoslovakia anticipates an average annual growth rate of 
nearly 3 per cent in 1986-1990. Net output is foreseen to grow 
faster, and the contribution of industry to the growth of NMP 
produced should rise relative to its share of gross material 
product because of material input savings. Efficiency improve- 
ments envisaged for 1986-1990 are ambitious. Energy intensity 
is to be reduced twice as quickly as in 1981-1985, labour 
productivity is to grow twice as fast and recent declines in capital 
productivity are to be substantially reduced. Structural changes 
are expected to reflect both supply constraints and changes in 
domestic and external demand. Energy- and material- intensive 
branches (fuel and energy, metallurgy and construction ma- 
terials) are to grow only moderately. Electricity consumption is 
projected to rise 2 per cent annually up to the year 2000, and an 
expanded role is allocated to nuclear power. The share of 
nuclear electricity generated is to reach almost 30 per cent and 
one half of total electricity generated in 1990 and 2000 respec- 
tively. The fastest growing industrial sectors are electrical engi- 
neering (average annual growth rate of 10 per cent), pharma- 
ceuticals (7 per cent) and engineering (5.5 per cent). 
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In Hungary, industrial growth is planned within a range of 
2.5-3 per cent annually. Industrial policy sets structural re- 
adjustment, higher efficiency and improved competitiveness as 
basic objectives. Priority is given to engineering, particularly 
electronics and industrial robots, pharmaceuticals and biotech- 
nology. The food industry is to be modernized in order to in- 
crease exports. A long-term research programme has been 
established to improve industrial structures. Key areas are: bio- 
technology, computers, telecommunications, automation and 
new materials. 


In Poland, three variants of the five-year plan for 1986-1990 
were elaborated, and the central one was finally chosen. Ac- 
cordingly, industrial output is planned to grow at an average 
annual rate of 3.1 per cent. The industrial growth envisaged is 
conditional on substantial reductions in the consumption of en- 
ergy, raw and other materials per unit of output, at unprece- 
dented rates. More than half of the industrial production in- 
creases are to be achieved through energy and material inputs 
savings. The modernization of industry, the acceleration of 
scientific and technological progress in parallel with world de- 
velopments, the introduction of energy and material saving 
technologies and export expansion rank among priority objec- 
tives. Stress is laid on the introduction of new technologies and 
the modernization of branches such as engineering and metal- 
lurgy. Electrical engineering is to expand very rapidly and 
product quality is to be considerably improved. 


The draft directives for the 1986-1990 five-year plan in 
Romania embody ambitious targets. Industrial marketable 
production is expected to grow at an average annual rate of 6- 
6.5 per cent and net industrial output at 10-10.6 per cent. The 
emphasis of structural change is placed on high-technology 
branches. Engineering output is to grow by 7-7.5 per cent an- 
nually, electrical engineering by more than 10 per cent and 
chemicals by almost 9 per cent. The planned expansion of fuel 
and energy output (by almost 5 per cent) and metallurgy (by al- 
most 6 per cent) can be considered as quite demanding, in view 
of the fact that output targets were not reached in 1981-1985. 


The draft basic directives for economic and social develop- 
ment of the Soviet Union for 1986-1990 and the period up to the 
year 2000 envisage important progress in industrial per- 
formance. Industrial growth is expected to accelerate from an 
annual rate of 3.7 per cent in 1981-1985 to 3.9-4.4 per cent in 
1986-1990. Considerable improvements are targeted for in- 
dustrial efficiency. Industrial labour productivity growth is ex- 
pected to exceed output growth, which implies a decline in in- 
dustrial employment. The material intensity of output is 
planned to fall by 1 per cent annually. Some 75-80 per cent of 
future demand increments for fuels, energy, raw and other ma- 
terials is to be covered by economies in their use. Capital 
productivity is also to be improved. Above-average growth 
rates are foreseen for engineering (7-7.7 per cent annually), 
chemicals (5.4-5.7 per cent) and the production of consumer 
goods (4.1-4.6 per cent). Fuel and energy production are to be 
further expanded and the production of coal, oil and gas is 
planned to reach 780-800 million tons, 630-640 million tons and 
835-850 billion cu m, respectively, in 1990. The share of nuclear 
electricity is to rise from about 10 per cent of total electricity 
generation in 1985, to 21 per cent in 1990. 


Modernization and technical retooling of industrial branches 
are seen as important prerequisites for achieving the above 
targets. About one half of investment is to be channelled to the 
modernization and reconstruction of existing fixed assets. The 
volume of investment in machinery and equipment is to be 
doubled compared with 1981-1985, and the current rate of re- 
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tirement of obsolete fixed assets is to be roughly doubled. Qual- 
ity and technical requirements for engineering products should 
substantially increase. The modernization of engineering itself 
is to be provided for by substantial increases in the share of in- 
vestment allocated to this branch in 1986-1990 (investments are 


planned to rise by 80 per cent over the average of the preceding 
five-year period). 


In assessing medium-term industrial development prospects 
in eastern Europe and the Soviet Union, some constraints and 
uncertainties should also be kept in mind: 


— the vulnerability of some east European countries to en- 
ergy constraints could, if not dealt with, endanger industrial 
growth prospects; 


— external forces may adversely affect industrial per- 
formance, especially in countries with a high foreign debt 
burden; 


— the decline in industrial investment in the east European 
countries in recent years has slowed down the modernization of 


industrial fixed assets and could create capacity constraints in 
some branches. 


3.4 INVESTMENT 


In 1985, combined investments of eastern Europe and the Soviet Union rose somewhat faster than in 1984. A 
further acceleration is planned for 1986. Available five-year plan data indicate that the fall in investment levels 
recorded in most east European countries in 1981-1985 will be reversed in the five-year period up to 1990. In the 
Soviet Union, the growth of investment planned for 1986-1990 is similar to that recorded in 1981-1985. Subsec- 
tion (i) below gives an overview of investment developments in eastern Europe and the Soviet Union in 1981- 
1985. Subsection (ii) examines changes in the supply of machinery and equipment relative to investment growth. 
Subsection (iii) shortly describes performance of the engineering branch—a main supplier of investment goods. 
Subsection (iv) details some aspects of investment policy and performance in 1981-1985, and subsection (v) sum- 
marizes investment plans for 1986 and for the five-year plan period 1986-1990. 


(i) Overview of investment in 1981-1985 


A recovery in east European investment, and a slight ac- 
celeration in the Soviet Union, appear to have pushed up invest- 
ment growth in the seven countries as a whole in 1985 to the 
second highest rate achieved in the 1981-1985 plan period (table 
3.4.1 and chart 3.4.1). 292 Investment growth in the seven 
countries taken together is estimated at 3 per cent, compared 
with a peak rate of 4.7 per cent in 1983 and 2 per cent in 1984. 


As in previous years, individual country performance varied 
widely. Bulgaria appears to have reversed the continuous de- 
celeration of investment growth since 1981. Czechoslovakia 
and the German Democratic Republic recorded substantial rises 
in 1985 which offset falls in 1984—though investment in 


292 This assessment should be read with caution. In recent years, 
price changes for investment work have been larger and more frequent 
than previously. They are not always taken into account in the plan ful- 
filment reports of planning documents. Several countries publish pre- 
liminary data on latest developments and annual plans in current 
prices. Partly for this reason, investment growth performance in 1984 
was overstated for some countries (Czechoslovakia, the German Dem- 
ocratic Republic) in the previous edition of this publication—(see 
United Nations Economic Commission for Europe, Economic Survey 
of Europe of 1984-1985, New York, 1985, p. 127). Moreover, two 
countries (Bulgaria, Romania), seem to have ceased publishing regular 
investment statistics in constant prices, starting with 1984. This means 
that difficulties in estimating performance in 1985 (or plans for 1986) 
are compounded by new uncertainties surrounding the base year for 
such calculations. 

The following notes summarize how the relevant constant price 
data for 1985 and plan 1986 were estimated. 


Bulgaria: Percentage changes in value for 1984, 1985 and 1986 
(plan), based on published data in monetary units, were retained as 
volume indicators on the assumption of unchanged prices after 1983. 

Czechoslovakia: Estimates in volume terms for 1985 and 1986 
(plan) were communicated directly to the ECE secretariat. 

German Democratic Republic: Data on the value of investment in 
1985 at current prices were deflated to 1980 constant prices to obtain a 
growth rate roughly consistent with the estimated growth of accumula- 
tion; the latter was obtained as a residual from estimates of changes in 
NMP used and consumption. This residual is, in fact, net investment 
and the resulting estimate for gross investment must be considered very 
tentative. The estimate for 1986 (plan) is the percentage change implied 
by the official projection for 1986 (apparently in 1985 prices) over the 
official current price estimate for 1985 published in the plan fullfilment 
report. 

Hungary: 1985 is estimated from data at current prices (increase 
2.2 per cent) on the assumption of price increases of 5 per cent. For 
1986 (plan), the estimate is based on an official projection of 5.5-7.1 
per cent at current prices and the assumption of an offsetting price 
increase. Current price plan data for 1981-1985 and 1986-1990 were 
recalculated on the assumption of a 5 per cent annual price rise for 
investment work. 

Romania: As for Bulgaria. 


both countries remains below its levels at the end of the pre- 
vious five-year plan period. In Hungary, investment fell in ab- 
solute terms for the sixth successive year. In Poland, in con- 
trast, investment continued its recent recovery, albeit more 
slowly. The growth rate in 1985 was only half the average of the 
previous two years, and the volume of investment was still 13 
per cent below its level in 1980, and 30 per cent below the peak 
year of 1978. In Romania, an apparently strong upsurge in 1984 
tailed off т 1985. In the Soviet Union, a slightly below-plan rise 
of 3 per cent reversed the deceleration which followed the pre- 
vious growth peak of 1983. 


Most countries set only modest investment growth targets for 
1981-1985. In some, zero rates of growth or even slight falls 
were foreseen, and in none was the rate of increase planned for 
the five years above 4 per cent annually. Bulgaria and the Soviet 
Union exceeded their targets by considerable margins. In all 
other countries, investment in 1981-1985 fell below the plans. In 
Poland, which had no five-year plan, investment just kept pace 
with the interim targets for 1983-1985. Already modest five- 
year objectives were not met in Czechoslovakia and the German 
Democratic Republic, and were missed by a much bigger mar- 
gin in Hungary. The shortfall in Romania amounted to some 18 
per cent of the total volume planned for the five-year period. 


In three countries, average investment levels in 1981-1985 
were lower than in 1976-1980. In Czechoslovakia, the decline 
was only marginal, but it was 10 per cent in Hungary and over 
30 per cent in Poland. A barely perceptible increase in the Ger- 
man Democratic Republic and a slightly bigger one (5 per cent) 
in Romania contrasts with the relatively large rises in Bulgaria 
and the Soviet Union—about 20 per cent in both cases. 


The above developments show the degree to which a major 
policy reorientation, incorporated into the five-year plans for 
1981-1985, was implemented. In fact, plans for 1976-1980 had 
already prescribed slower investment and also NMP growth. 
Investment was expected to absorb a roughly similar share of 
total resources. Only in the German Democratic Republic was a 
planned fall in the ratio of investment to net material product 
(the investment ratio) actually achieved (table 3.4.2). In con- 
trast, the 1981-1985 five-year plans of all countries foresaw sub- 
stantial declines in the investment ratio—by 1.5-5 percentage 
points. Moreover, the declines which actually occurred were 
similar to or greater than expected (4-6 percentage points) in 
most countries. The exception was Czechoslovakia, where the 
small actual rise in NMP led to a much bigger shortfall in per- 
centage terms than in the case of investment. Even in Bulgaria 
and the Soviet Union some reduction in the ratio was achieved 
—though in both countries it was small and less than planned. 
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ee er nein senor ind ita) 1S 
: TABLE 3.4.1 


Gross fixed capital formation 1976-1985 and plans, 1981-1990 


1976-1980 1981-1985 


Bulgariae: sen. eases oe 4.1 4.7 
Czechoslovakianmanticcen 4.1 —2.3 
Сегтап Оет. Вер. ..... 4.7 — 0.9 
Hungary о 3.8 eles! 
Ро] ап — 0.4 — 0.8 
ROMANIA ra corern hee OFF, —2.1 

Total eastern 

Нигоре ое 4.1* —2.9* 
Soviet Union grea eens 3.9 3.8 

Total eastern 

Europe and the 

ЗО. 4.0* Це 


ве. (Annual percentage changes) 


Plan 

1983 1984 1985 1986 1981-1985 1986-1990 

0.7 0.3% ot 11.6* 0.9 Е 

0.6 —4.2 Бы 0.8* —1.7 3.1 

=. =5.0 4.5* 1.8* 0.7 oe 

—3.4 3:7 —3 - _ 128% 

9.4 11.4 5 4.2 к. 4 

2.4 6.0* 1.6 7 4.4 2.2 

2.3% ры 3.4* 4* we 

5.6 1.9 3 7.6 1.6 3.9 

As 20% aie 6.6* о 


ee _ 
Source: National statistics, plan documents and plan fulfilment reports. 


Note: Data for Bulgaria and the German Democratic Republic are at 1980 prices, for Czechoslovakia at 1977 prices, for Hungary and 
Romania at 1981 prices, for Poland at 1982 prices, and for the Soviet Union at (assumed) 1976 prices. These prices bases are adhered to in the 


following tables except where otherwise stated. 


а Both actual and planned figures for five-year periods shown are geometrical average rates based on the final year of the previous five- 
year period. Hence they differ from those shown in table 3.1.5 and in Appendix table B.8. Where five-year plan targets were not broken 
down for individual years, investment growth over 1981-1985 and 1986-1990 was calculated by assuming constant annual rates over the 
period. Where a range of figures was given for a plan target, the mid-point was used. 


b At current prices. 


© Excluding Poland. 


TABLE 3.4.2 


Investment ratios 1976-1985 and implied plans, 1981-1990 


Plan 
1976-1981 1981-1985 1983 1984 1985 1986 — 1981-1985 1986-1990 
Investment ratios # 
Boul Cain te ксю 35.4 34.4 34.7 33.3 У) 35.8 31.2 36.4 
Czechoslovakia....... 33.7 29.9 30.3 28.1 28.7 28.0 29.4 28.4 
ОСегтап Пет. Вер. ... 30.6 25.0 D5.) 22 Doe 22.1 255 т 
FIG gary is os nee №. 37.2. 31.0 Bri 29.3 28.7 28.0 33.1 27.4 
Poland Sa On Ren 30.7 24.6 23.8 29-2 25.6 25.9 Е 26.5 
оао 41.3 36.4 36.4 35.9 34.4 33.2 39.8 29.0 
Soviet Union®>........ 30.3 29.8 30.1 29.8 29.6 30.7 28.3 29.7 


Source: As for table 4.4.1. 


4 Gross fixed capital formation as a percentage of NMP produced. 


5 All plan data are based on NMP used. 


There is, of course, no short-term causal relationship be- 
tween the investment ratio and NMP growth. Though con- 
straints on overall output growth may affect the share (or level) 
of investment, they need not necessarily do so, and fast output 
growth—as in the German Democratic Republic—is not always 
accompanied by rising investment. Country development pat- 
terns in 1981-1985, and particularly the movement of the invest- 
ment ratio itself in relation to output growth, illustrate this in 
1981-1985. In this respect the seven countries concerned fall 
into three groups. The German Democratic Republic recorded 
one of the highest NMP growth rates of the area in 1981-1985. 
Though NMP growth was slightly lower than planned, the in- 
vestment ratio fell by slightly more than foreseen. This com- 
bination was unique in the area. In Bulgaria and the Soviet 
Union, NMP growth rates were also buoyant. However, invest- 
ment spending rose at approximately double the rates planned 
in both countries. The investment ratios in these two countries 
were on average 3 1/2 and 1 1/2 percentage points respectively 
higher than anticipated. 


In the third group of countries (Czechoslovakia, Hungary, 
Poland and Romania), NMP growth was planned at rates sub- 
stantially lower than in 1976-1980. But targets were under- 
fulfilled by margins of 25-40 per cent. The shortfall was biggest 
in Romania (though it also recorded one of the highest rates of 
NMP increase in the area). In Poland, which in fact published 
no plan target, the level of NMP produced declined by 15 per 
cent between 1980 and 1985. Though in all four countries the 
investment ratio fell by up to 6 percentage points between 1976- 
1980 and 1981-1985, the downward movement was scarcely big- 
ger than in the German Democratic Republic. 


A detailed examination of the changing relationship between 
NMP growth and the main domestic demand components is 
contained in section 3.7 below. Its findings confirm the move- 
ments in investment ratios summarized above, and indicate that 
in most east European countries the burden of economic re- 
adjustment sparked off by unfavourable terms of trade move- 
ments and the need to pay off accumulated debt fell largely 
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CHART 3.4.1 
Changes in level of NMP, gross fixed capital formation, and investment ratio 
(Indices, 1978—1982 = 100) 


Net material product Gross fixed investment Investment ratio 
actual ————— actual = AC tual 
ОСТ five-year plan И five-year plan —-—.- —-— five-year plan 
BULGARIA POLAND 
130 120 
120 110 
110 100 
100 90 
90 80 
CZECHOSLOVAKIA 70 
140 
ROMANIA 
130 190 
180 
120 : 
170 
110 
100 160 
90 150 
80 140 
130 
130 
120 
120 
110 
110 
100 
100 
36 90 | м 
— 
80 80 —_ 
ее 
70 70 ~ == 
HUNGARY 60 = 
130 — — 
| — USSR 
150 
120 о ares! 
: em 140 
110 
130 
100 
120 
90 
80 110 
1980 81 82 83 84 85 86 87 88 в9 1990 90 
$ : т 
оигсе: National statistics, 1980 81 82 83 84 85 86 87 88 89 


1990 
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upon the investment sector. In Bulgaria, where imports and 
balance of payments adjustment policies were implemented at 
an early stage, investment was affected much less than in other 
east European countries in 1981-1985. Investment growth was 
also buoyant in the Soviet Union, which made substantial terms 
of trade gains in the period reviewed and where foreign debt 
considerations were less significant. 


These patterns also illustrate the different incidence on indi- 
vidual countries of the changes in the world economic climate. 
The experience of the three groups suggests that, in the case of 
the German Democratic Republic, these changes—combined 
with much more vigorous action to improve the efficiency with 
which investment and fixed assets were used—affected pri- 
marily plans for investment rather than output growth in 1981- 
1985. In the Soviet Union and Bulgaria, they did not greatly af- 
fect either. In the other four countries, output and investment 
plans were both radically modified. 


(ii) The supply of investment goods 


There can be no doubt that changes in trade policies con- 
siderably reduced the scope for investment activity in all coun- 
tries of eastern Europe. As noted above, all the six countries 
concerned have attempted to expand exports and cut imports as 
a direct response to balance of payments constraints. These 
policies bore particularly heavily upon the investment goods 
sector of trade: its share in total exports rose, and its share in 
total imports fell, in all east European countries (table 3.4.3). 
Investment goods thus proved to be one of the most easily ex- 
portable classes of east European exports, and the import cat- 
egory most readily dispensed with in the short term. In 
Bulgaria, the movement began earlier and affected develop- 
ments in 1981-1985 less than in the other five countries. In the 
Soviet Union, the opposite occurred: the share of investment 
goods in total exports declined while their share in total imports 
increased. 


TABLE 3.4.3 


Share of investment goods imports levels in the foreign trade of 
eastern Europe and the Soviet Union 


Imports Exports 


1975 1980 1983 1975 1980 1983 


Вана ее енот. 44 36 34 40 42 48 
Gzechoslovakia. --:...-..- 37 36 34 49 51 54 
German Democratic 
Бери Нее ое. sss 32 31 30 51 56 46 
аку ее. 22 21 19 30 35 32 
Е РАО ее 40 59 27 36 35 44 
А я 35 25 21 28 28 29 
Easter Europe... ...- - 35 30 28 42 42 44 
Soviet (ОИ esr 38 36 41 17 14 12 
Eastern Europe and 
the Soviet Union...... 36 34 34 31 29 28 


EEE 
Source: ECE secretariat estimates based on national statistics 


Note: A description of the statistics on which this table is based is given in section 4.5 below 


Some rise in the level of Soviet investment goods exports did 
take place between 1975 and 1983 but it was swamped by the 
rise of oil exports. Most of the rise reflected higher exports to 
destinations other than eastern Europe and the industrialized 
market economies. The share of investment goods in total 
Soviet imports rose sharply—in imports both from eastern 


Europe and from the rest of the world. In the former case they 
reflect the east European countries’ efforts to raise exports to 
the Soviet Union as oil prices rose, and in the latter the 


buoyancy of convertible currency earnings from sales of fuel to 
western countries. 


The extent to which east European investment was squeezed 
by lower availabilities of investment goods can be measured by 
changes in the balance of trade in investment goods after 1975. 
The net east European deficit on investment goods trade rela- 
tive to 1975 declined in current dollar terms by about $6 billion 
up to 1980, and by $15 billion up to 1983. These figures were 
equivalent to 25 and 60 per cent of actual east European invest- 
ment goods imports from all suppliers in the two years consid- 
ered. The Soviet Union’s deficit, on the contrary, rose after 
1975 by over $5 billion to 1980, and by nearly $14 billion up to 
1983—equivalent to 68 per cent of its actual level of investment 
goods imports in the later year. 


It would be misleading to attribute changes in investment 
solely to lack of investment goods imports—though they ac- 
count for a high share of machinery and equipment investment 
in some east European countries. In the German Democratic 
Republic, the fall in the investment ratio was not due primarily 
to constraints on domestic or imported investment goods 
supplies. It reflected rather the continuation of a determined ef- 
fort, already apparent in 1976-1980 (when, as noted earlier, it 
was the only one of the seven countries to achieve a planned fall 
in the investment ratio) to subject investment projects to stricter 
scrutiny and to require more efficient use of existing capital 
stocks. The success of the latter policy is apparent from tables 
3.8.2 and 3.8.5 below, which show that capital productivity 
declined at considerably lower rates than in the other countries 
of the region. The rate of decline stabilized between 1976-1980 
and 1981-1984, and capital productivity even rose slightly in 
1984-1985. 


The above balance of trade calculations also underlines the 
greater freedom of manoeuvre enjoyed by the Soviet Union. In- 
vestment in 1981-1985 rose almost as fast as in 1976-1980. 
Soviet imports of investment goods from eastern Europe and 
from the rest of the world were both buoyant—and indeed, 
uniquely among the seven countries, rose at substantially faster 
rates than in the previous five-year period. The country was 
thus able to sustain unchanged rates of investment growth des- 
pite some deceleration in the rate of growth of its domestic en- 
gineering output (table 3.4.4). Its relative freedom from im- 
ported supply constraints, due to terms-of-trade gains between 
the intital and final years under review, enabled both output 
and investment growth to proceed at planned and above-plan 
rates, respectively. However, NMP growth continues to be 
largely ‘‘extensive’’ with regard to capital inputs. The decline in 
capital productivity decelerated only marginally in 1981-1984 
compared with 1976-1980. 


In Bulgaria, which also exceeded its investment plans, output 
of domestic investment goods supplies—the engineering indus- 
try in particular—rose by as much as double the rates recorded 
in any other east European country in 1981-1984 (table 3.4.4). 
Moreover, Bulgaria’s total import volume rose between 1980 
and 1984, whereas it declined in the other east European 
countries. Thus the level of investment goods imports, despite 
their declining share of total imports, was maintained. Due to 
Bulgaria’s relatively buoyant investment performance in 1981- 
1984, additions to fixed assets were only slightly smaller than in 
1976-1980. Little progress appears to have been made in 
improving the efficiency with which they were used—and cap- 
ital productivity declines were among the highest in the area. 
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TABLE 3.4.4 


Gross fixed capital formation: selected indicators, 1976-1985 
(Annual percentage changes and per cent of total) 


1981-1984 


1982 1983 1984 1985 


ee 2 ee 


1976-1980 

Bulgaria 
Machinery and equipment 

песне ее Ве, IES 

——Nercent Of totalieh. das ceria + 38.5 
ENginceniig OUlDUt и 9.1 
Machinery andequipmentimports? . —2.5 
Construction investment........... 5:5 
Czechoslovakia 
Machinery and equipment 

ооо 2 о Е 5.0 

—— Percent OLtOtal ео. 40.2 
Engineering output нь... , 6.7 
Machinery and equipment imports? . Phe 
Construction investment........... 1.9 
German Democratic Republic 
Machinery and equipment 

TNVESUMEN Оооо сво соесааоЕ 3.0 

УЕ оо боосовобовов 47.0 
Engineering Output eerie eer 6.9 
Machinery and equipment imports? . —0.6 
Construction investment........... 3.9 
Hungary 
Machinery and equipment 

С осо особо новою а —8.6 

=I Den Celle On LOCALEN epee eerie ete 42.9 
Engineering OulpUte restate sya 
Machinery and equipment imports а. 235)! 
Construction investment........... —3.1 
Poland 
Machinery and equipment 

INVESUMENE Peres emt ie cee ete —2.0 

УИ oo зососовюооюос 37.1 

у ДЦ 5 зоооговозьновь 6.9 
Machinery ап4 equipment imports? . —2.8 
Construction investment........... —2.9 
Romania 
Machinery and equipment 

О gosncencsecseedamcdee 11.6 

——DercenvOl total mass ce eee ce 45.3 
И mene. aera aie 12.6 
Machinery and equipment imports? . 2.4 
Construction investment........... 6.1 
Soviet Union 
Machinery and equipment 

СИ ооо seers eee toe 6.5 

рег сено а: pice 36.2 
у 5 Е с оооосоовынвое 8.2 
Machinery and equipment imports а. 4.7 
Construction investment........... 1.8 


Source: National statistics and ECE secretariat estimates. 


6.8 7.6 0.8 —0.9 
35.3 35.7 35.7 35.3 re 
8.5 8.2 9.4 9.3 12.3 
9.0 7.9 6.0 4.5 
2.4 2 0.7 1.0 
23) 0.7 ~0.6 14 
41.5 41.7 41.2 42.4 sz 
4.7 3.2 5.0 6.3 6* 
cy т 6.6 11.0 
BAA 1.4 262 
=8.8 5.9 =5,5 
48.9 47.1 49.9 49.6 
5.8 4.9 5.7 5.4 
12 —5.4 6.6 —4.1 
=: -5.3 —4.4 
ie 9.9 0.3 hi 
43.1 43.9 43.4 43.8 me 
3.6 4.6 1.9 2.9 5, 
=. 3.9 0.5 = 2.5 
-0.4 2.4 =30 
—26.7 6.1 14.9 
31.8 30.5 29.6 30.5 а 
— 0.9 6.9 7.1 8* 
373.3 11.0 31.4 
37 10.8 10.0 
~1.6 3.7 8.1 
43.4 43.2 42.0 42.8 Z 
5.0 3.5 5.5 8.8 3* 
26 On о 5.2 
4.3 8.8 8.9 4.6 
4.5 4.7 6.8 1.4 
38.9 38.9 39.3 39.1 . 
6.0 4.8 6.3 7.0 7 
7.9 16.5 13.4 0.5 
3.3 2.9 5.0 233 


Note: 1976-1980 and 1981-1984: average annual compound growth rates between the final year of period shown and the final year of the 


previous period. 


4 Constant prices, in 1975 US dollars. 


The other countries of eastern Europe present a marked con- 
trast. As noted, bigger than planned falls in investment ratios 
were associated with generally low and below-plan output 
growth. Growth rates of domestic output of machinery and 
equipment fell much more sharply than in either Bulgaria or the 
German Democratic Republic between 1980 and 1984. The 
level of engineering output declined in Poland. The volume of 
machinery and equipment imports either fell or increased only 
slowly in most of them. The supply constraints, while ap- 
parently braking investment, were not offset by gains in the ef- 


ficiency with which the existing stock of fixed assets was used. 
The decline in capital productivity in Czechoslovakia and 
Romania indeed accelerated between 1976-1980 and 1981-1984. 


(iii) The engineering industry — a key supplier of investment 
goods 


The previous edition of this publication contained a short 
survey of the performance of the construction sector. The fol- 
lowing paragraphs offer a similar brief scrutiny of develop- 
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ments in the engineering industry—the other main supplier of 
the investment complex. 


Since the engineering branch is the principal source of new 
technology for the modernization and technical re-equipment 
of the economy, it has been given a high output growth priority 
in plans and policy statements regarding the intensification of 
economic growth. In 1981-1984, engineering accounted for 20- 
30 per cent of gross industrial output in most countries of the 
region (Panel A of table 3.4.5). The exceptions were Czecho- 
slovakia (over one third) and the German Democratic Republic 
(over 40 per cent). Its share in total industrial output rose in all 
countries by between 1 and 7 percentage points between 1975 
and 1984. The rise was smallest in Hungary and Poland, (1-4 
percentage points) and biggest in Bulgaria, the German Dem- 
ocratic Republic and the Soviet Union (7 percentage points). 


Besides quantitative rises in the supply of engineering goods, 
the intensification process also entails qualitative improve- 
ments. The new machinery and equipment produced is expected 
to be more productive and also, in current conditions of input 
shortages, to be more economical in the use of labour, fuel and 
other resources. The direct contribution of the engineering 
branch to this aspect of the intensification policy cannot be as- 
sessed directly. 


However, an important determinant of the engineering 
branch’s capacity to fullfil these requirements is the speed at 
which new technology has been provided for the modernization 
of engineering itself. In the light of the apparently slow rate of 
industrial innovation reported by many of the countries in ques- 
tion, it is perhaps significant that rises in engineering’s share of 
industrial investment since 1975 have occurred only in four 
countries—Bulgaria, Czechoslovakia, the German Democratic 
Republic and Romania (table 3.4.5). Moreover, sustained rises, 
as shown by changes in five-year averages between 1976-1980 
and 1981-1984 (table 3.4.8 below), were only achieved in Bul- 
garia and the German Democratic Republic. These were two of 
the countries which recorded good overall growth performance 
in 1981-1985. 


With one exception, therefore, a stagnating or decreasing 
share of engineering in total industrial investment has closely 
paralleled the deceleration in economic growth in 1981-1985 
compared with 1976-1980. The exception is the Soviet Union, 
where NMP growth objectives were satisfactory, but the engi- 
neering branch’s share in total industrial investment stagnated. 
This reflected the big increase in the share of the fuel industry in 
total investment since 1975. As noted earlier, the Soviet Union 
had more leeway than the other countries under review to im- 
port technology from eastern Europe and from the developed 
market economies. In the other countries, where NMP per- 
formance was weak and plan shortfalls quite marked, the share 
of engineering either rose slowly (Czechoslovakia) or fell 
sharply (Hungary and Poland). 


Relationships between absolute levels of employment, fixed 
assets and output (Panel B of table 3.4.5) show some interesting 
features of the engineering branch relative to averages for in- 
dustry as a whole. 293 While output per unit of fixed assets in en- 
gineering is higher than the average of all branches, both capital 
intensity (fixed assets per worker) and labour productivity 
(ouput per worker) are lower. These indicators are not easy to 
interpret, though their apparent uniformity throughout the re- 
gion is, in the first instance, worthy of note. 


293 These and later comments concerning the productivity, age struc- 
ture and rates of retirements of fixed assets exclude the German Dem- 
ocratic Republic and Romania, which do not publish industrial branch 
data on fixed assets. 


Studies on the relative levels of capital and labour intensity 
and factor productivities of different industrial branches in 
western countries have focused on differences in the levels of 
skill and qualification of the labour force. One study shows 
that, in the United States, the different engineering sub- 
branches (no data are given for the engineering branch as a 
whole) tend to be characterized by average or higher than aver- 
age levels of skill intensity per employee 2% and also by rela- 
tively low levels of capital intensity (important exceptions in the 
latter respect are the transportation and instrument-making 
sub-branches). However, output per worker is either close to, 
or usually considerably higher, than the average for all 
branches of manufacturing. 


In contrast, the ratios of labour productivity levels in engi- 
neering relative to the industrial average presented in table 
3.4.5. show that gross output per employee was, in fact, 
considerably lower than the industrial average in all of the seven 
countries reviewed in 1975. It also shows that significant in- 
creases in the ratio have occurred in all countries in 1975- 
1984— though the change was much smaller in Hungary than in 
the other six countries. The data show that the engineering 
branch capital intensities—as in the US—are also lower than 
for industry as a whole. In addition, they have remained almost 
stable since 1975. However, the discrepancy is a good deal big- 
ger than in the US example. The slow relative rise in capital in- 
tensity was to be expected, given the falling share of engineering 
in total industrial investment, already mentioned, in most of the 
seven countries. This could indicate opportunities for substitut- 
ing capital for labour at higher rates in future. 


Only limited statistics concerning levels of skills of the work- 
force are available for eastern Europe and the Soviet Union, 
and no direct comparisons can be made with western data. As 
also shown by table 3.4.5, the share of engineering in total in- 
dustrial employment has risen in all countries but Poland since 
1975—though at lower rates in 1981-1984. This might also 
suggest that there is room for improving the level of skills 
rather than increasing the number of employees. 


In short, capital intensity and output levels per employee in 
the seven countries’ engineering branches have been moving to- 
wards levels which are, relative to the rest of industry, more 
characteristic of other highly industrialized countries. Rates of 
labour productivity growth in engineering were in fact usually 
50-100 per cent higher than in industry as a whole over the per- 
iods reviewed (tables 3.8.1 and 3.8.2 below) though capital in- 
tensities have changed more slowly. 


Engineering compares favourably with the industrial average 
in other respects also. Capital productivity has declined less 
than in industry as a whole. One reason for this is that the age 
structure of fixed assets in the engineering industry—as judged 
by the share of fixed assets under five years old in the branch 
total—is considerably more favourable than the average for in- 
dustry in all countries but Hungary. The retirement of obsolete 
fixed assets in engineering has also generally been higher than in 
industry as a whole (except in the Soviet Union). 


The summary picture presented above suggests some tenta- 
tive conclusions. First, the engineering branch in the seven 
countries reviewed appears to be operating increasingly in a way 
typical of a modern, high-technology industry. Nevertheless, 
there seems to be some degree of overmanning, and an unduly 
low level of, and expansion in, capital equipment per worker. 
Second, the fall in engineering’s share of industrial investment 


294 Hal В. Lary: Imports of Manufactures from Less Developed 
Countries, National Bureau of Economic Research, Columbia Univers- 
ity Press, New York, 1968, pp. 21, and 27-28. 
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TABLE 3.4.5 
Selected indicators of the engineering branch relative to total industry 
(At constant prices) 
sh aa a ch a eR OE al A en перреры рии ино 
Output Employment Investment 
1975 1980 1984 1975 1980 1984 1975 1980 1984 


И ЕЕ OT OI ST 
A. Share of engineering in gross industrial total output, employment and investment (total industry = 100) 


Bulgariaees sores ot cee ree 19.9 232 270 25-7 27.0 25:3 20.1 26.3 31.4 
@zechoslovakia о овен. 27.7 30.6 33.4 38.9 39.8 40.4 2133 22 4g 23.0 
German Democratic Republic ......... 34.2 38.6 41.3 42.5 43.1 43.9 22.1 25.4 52522 
Hungary acess... sae eee a nae ayy 22.6 231 31.6 32.0 31:1 16.5 О 
Poland: 2) ое ли. а 21.2 24.3 25-1 32.8 34.3 32.6 24.2 22.4229 
Romania ео haere: 25] 30.3 31.9 32.6 35.6 36.2 18.6 28.4 19.8 
ЗОО ес 24.0 28.7 311 40.6 41.8 42.2 25.1 25.0 24.8 


i 
Capital Productivity @ Labour productivity 8 Capital intensity © 


1975 1980 1984 1975 1980 1984 1975 1980 1984 
"Пг BES OTTO Si) ОБТ Beech Pie ere es Е О a SSS SS eS 


B. Capital and labour productivity and capital intensity levels in engineering (total industry = 100) 


BU Ca tha а ое ее 112 137 141 77 86 96 69 63 68 
есво<оуа Ка ре 145 157 159 71 Wf 83 49 49 52 
German Democratic Republic ......... st 5% oe: 69 74 78 or Е i 
FIUMS ALVA Sh tate Ma а Зе 122 116 125 70 69 73 58 59 59 
Olan dR tet tc tres eee eee arc 105 110 113 65 71 77 61 64 68 
ROMANIA о ct teak cetera ree tee a ft tp 79 85 90 Pas a ах 
Soviet Unione. soar tare ieee ae 110 121 127 59 69 74 54 Sih 58 


Source: National statistics. 
4 Output per unit of fixed assets. 
b Output per employee. 


с Fixed assets per employee. 


—soon to be reversed in some countries according to the five- 
year plans for 1986-1990—is at least empirically associated with 
overall (NMP) growth performance during the last five years. 
More importantly, it is anomalous that the branch which 
should itself be the motor of technical change seems to be 
falling behind others in introducing new technology into its own 
productive activity. A similar picture is suggested by engineer- 
ing’s share of investment goods imports. Bulgaria and the Ger- 
man Democratic Republic again stand out as exceptions in that 
they are the only two countries where the share of investment 
goods for the engineering branch in total industrial investment 
goods imports rose between 1976-1980 and 1981-1983 (table 
4.5.4 below). 


(iv) Some aspects of investment policy and performance in 
1981-1985 


(a) Cutting lead times 


Two aspects of improving investment efficiency have been 
regularly analysed in this publication. The first involves increas- 
ing the degree of concentration of investment by giving priority 
attention to the completion of existing projects. The second in- 
volves using investment funds to modernize, reconstruct and 
extend existing plant rather than to build new plant. Improve- 
ments in both areas are important prerequisites for reducing in- 
vestment lead times. 


Most countries here examined made progress in reducing the 
ratio of new fixed assets brought into operation to investment 
spending between 1976-1980 and 1981-1984 (table 3.4.6). The 
only exception is Poland, where the ratio fell to very low levels 
in the early years of the previous decade. In Poland and in 


several other countries, the factors which brought about a 
decline in new investment may also have slowed down the com- 
pletion of existing projects in the early 1980s; the ratios did not 
begin to increase until investment began to pick up. Hungary 
and Romania are the countries where most progress was made 
in improving the ratio (it rose by 9 and 12 points respectively 
between 1976-1980 and 1981-1985). In this way, Hungary has to 
some extent offset the effects of the 6-year decline in investment 
levels. It is, moreover, the only country where the total volume 
of unfinished construction has actually fallen in more than one 
year; (the ratio exceeded 100 in 1983 and 1984)—though it also 
reached 100 per cent or more in the economy as a whole and in 
industry in Czechoslovakia in 1984 and in the German Dem- 
ocratic Republic on average for 1981-1984. In Romania, falls in 
the ratio preceded investment cutbacks, suggesting that new 
projects continued to be put in hand in the late 1970s even as the 
rate of completions fell away. 


In general, it seems that the investment restrictions imposed 
by most countries of eastern Europe have enabled some of the 
completions backlog to be liquidated. The evidence of the last 
two or three years points to definite progress in most countries. 
It is, however, somewhat less clear for Bulgaria and the Soviet 
Union, where investment constraints have been less pressing. 


Policy in all countries under review has been directed towards 
cutting down the number of starts by concentrating resources 
on the termination of existing projects, and on the extension 
and modernization of existing plant. No direct information on 
the number of new project starts is available for any country. 
However, indirect indicators are changes in the volume of in- 
vestment itself and the share of machinery and equipment in 
total investment spending. The falling levels of investment ex- 
penditures in most countries since 1980 have reinforced policy 


Е TABLE 3.4.6 


Fixed capital brought into operation 1976-1984 
= (Per cent of gross fixed capital formation) 


Z Total Total Total 
economy Industry economy Industry economy Industry 
Bulgaria® Czechoslovakia German Dem. Rep. 
19761980. а С. 88.4 83.8 94.2 93.9 92.5 89.9 
IOS IOS Е, р о 90.3 85.2 96.4 98.2 101.0 98.1 
LOSO WR Е п eas how MOR 87.0 95.1 97.4 94.7 94.1 92.5 
бо В. 86.7 78.1 96.9 99.1 93.8 90.7 
р See И © ee 94.6 96.7 91.7 90.5 105.9 105.9 
ТО. © | REAR. 25 | a 92.6 87.2 97.2 97.8 90.3 78.4 
LRT ое 87.1 78.5 100.0 105.8 215.2 119.2 
Hungary Poland # Romania 
О-В ор. 89.1 84.2 83.9 83.1 82.4 75.8 
О-о... 97.9 97.7 81.4 74.9 94.64 91.04 
и tence me 94.1 87.4 81.4 76.6 82.9 ИЗ 
ТОВ... 94.0 90.7 89.8 78.9 89.4 85.6 
ее о иене. Гб 92.1 84.4 Whe 70.0 93.7 95.6 
ОЗ 20... 102.3 106.2 81.8 73.5 96.7 96.4 
1984.3... А. 103.9 110.3 85.1 77.8 98.0 а 89.62 
Soviet Union 

UO TOL ORO Reet hemp tee SF oiacar cporciscees 93.0 90.0 
SS Ee VES Iho pe ie ae ee ge eu 96.5 94.9 
и оо фе 98.7 99.9 
Я ира Пу 95.6 92.7 
LO ее оО лена 97.0 95.5 
И he eee ne ret 97.3 94.4 
TOSSTRER RAS Sat ee oe 96.1 96.8 


Source: National statistics. 


4 Current prices. 


to reduce new starts. The extent to which such a policy has 
succeeded is also likely to be reflected in an increase in the share 
of machinery and investment in total investment spending, 
since the final stages of a project are considerably more equip- 
ment-intensive than the initial work. 


All countries but Poland and Romania showed increases in 
the share of machinery and equipment in total investment 
spending between 1976-1980 and 1981-1985 (table 3.4.4). This is 
related to the fact that both the countries mentioned imposed 
particularly big cutbacks in imports of investment goods in the 
early 1980s. The share of machinery and equipment as a whole, 
and also the share of imported machinery and equipment, in 
total investment expenditures has not only fallen sharply since 
1976-1980 but shows no sign of rising in the latest years for 
which data are available. Apart from Poland, the share of ma- 
chinery and equipment as a whole is lowest in Bulgaria and the 
Soviet Union, and highest in the German Democratic Republic. 
The contrast offered by performance in the latter country again 
points to a possible link between success in carrying through 
policies to increase the efficiency of the investment process and 
restrictions on the growth of investment spending. 


Of the countries under review, only the Soviet Union pub- 
lishes direct data which can be used to assess progress in re- 
ducing the share of new investment in total investment expendi- 
tures. This is the corollary of raising the share of investment for 
extending and modernizing existing plant. In fact, the share of 
new investment appears to have grown in recent years—from 36 
per cent in 1980 to 37 per cent in 1984 in the material sphere of 
the economy (no data are available for total investment). 27° 


295 Narodnoye khozyaistvo SSSR v 1984 g., Finansy i statistika, 
Moscow, 1985, p. 380. 


The movement is likely to have been somewhat more fa- 
vourable in most countries of eastern Europe, where investment 
has declined in absolute terms since 1980. 


(b) Changes in the sector and branch share of investment 


The share of the material sphere in total investment has re- 
mained very stable in most countries of the region (in 1976- 
1984) (table 3.4.7). The big exception is Poland where it fell by 
6 percentage points between the two sub-periods shown, and 
had not begun to rise as late as 1984. The movement may have 
reflected the smaller share of imported machinery and equip- 
ment relative to construction in non-material sphere invest- 
ment, which could thus have been maintained more easily at a 
time of import restriction. A second exception is Romania, 
where, on the contrary, readjustment policies in 1981-1984 ap- 
pear to have involved directing the maximum share of a smaller 
volume of investment resources towards productive activity 
between 1980 and 1984. The non-material sphere’s share in 
total Romanian investment is now less than half that in the 
other six countries reviewed here. 

Within the material sphere, industry’s share remained cons- 
tant in most countries between 1976-1980 and 1981-1984. The 
exceptions are Bulgaria and the German Democratic Republic, 
where the already substantially increased shares of industry in 
total material sphere outlays were still rising in 1984. 

These countries are the only two where the share of agricul- 
ture fell between 1976-1980 and 1981-1984. Unlike the German 
Democratic Republic, however, Bulgaria’s agricultural output 
growth was weak between 1980 and 1984, and its agricultural 
investment expenditures might need to rise in the next few years 
if the country’s susceptibility to adverse weather conditions 15 
to be reduced. The other countries of eastern Europe, and to a 
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TABLE 3.4.7 


Gross fixed investment by sector in 1975-1984 
(Per cent of total investment) 


1976-1980 1981-1984 1975 1980 1984 
ee gn Ee ee ee ee не нЕ и нь 
Bulgaria 
Material sphere = 100 

== ПУ С... 59.3 63.2 56.1 61.6 64.6 
—= @onstructiony..... fea... -- Actes 4.0 4.2 SEZ 3.6 4.4 
—Apriculturegaes . 20s ЖИ... о. 1359 №22 15.1 13.4 10.7 
— Transportandcommunications ...... 7:3 16.1 18.4 16.3 15:2 
и Trade ео .оее. сев. 4.8 4.6 4.6 4.5 4.3 
ОВ ег, ло eves ave aeons 0.6 0.7 0.7 0.7 0.8 
Total economy = 100 
—— INPNICHEMNG Ne scantoocme ео. 702 71.0 Tikes, 70.4 ТТ 
= Non-matenial/ spheres. .nerisecuie cians 28.8 29.0 28.1 29.6 280 
Czechoslovakia 
Material sphere = 100 
о а oe aie ee ee 58.4 7 56.5 59.5 55:9 
=a CONSUUICHON Ro s10 SEES cio eee oo 7.9 9.5 6.5 10.3 9.2 
== Agriculture gi, 35. оон Е. 19.5 19.6 16.1 21.8 
— Тгапзрог апа соттитисайоп$ а ..... 9.1 7.8 9.4 8.2 8.2 
Е Ттаче ее. ее 6.5 Sy! 7.6 5.6 4.7 
ОН eters erie eas ae 0.5 0.3 0.4 0.4 0.3 
Total economy = 100 
Мана рее 64.9 68.4 62.6 66.5 68.6 
—Моп-тагенма нете... ЗП 31.6 37.4 35:5 31.4 


German Democratic Republic 
Material sphere = 100 


SLT AUSERY yp и оо о Coane Mies aha oe 65-3 02.2 61.6 68.8 Е 
О CH OMrrme arene srearctarraterrnroatannrs 4.2 2.2 4.4 3:3 1.8 
О О о anus eor oie reer 13.4 11.6 14.9 1225 10.4 
— Transportandcommunications ...... es 10.0 13:2 10.8 10.2 
та ее sae aes 4.6 3:2 4.6 3.9 3.4 
SS NOUNS PAIRS Gon oo Lo ie AON ос le? 0.9 132) 0.8 131 
Total economy = 100 
—Маена] совете. 78.1 78.0 78.8 78.2 И) 
— Non-materialsphere................ 21.9 22.0 DANE 21.8 22.3 
Hungary 
Material sphere = 100 
а О ое 47.7 46.2 43.3 45.8 48.3 
а ФО Omer yermene ecb lsie eel ae eicrane Shei : 2.9 4 2.0 
=e NOTA аи 18.9 19.6 21.0 17.8 
— Transportandcommunications ...... 16.6 16.3 19.4 8 15.7 
а еп эй 6.5 6.4 6.4 
О eieteile ae ae 7.4 9.0 Ы 8.2 9.7 


Total economy = 100 


== ЕО о О Бо блонововоововано в 1 70.1 70.7 70.9 67.5 
— Non-material'sphere................ 2 29.9 29.3 29.1 32.5 
Poland 
Material sphere = 100 
О Nase dhon.4 anh. duidoweeoc cues 49.5 44.3 У 46.0 44.1 
=A CONSINUICH ее 6.4 95 6.3 6.0 вы 
— Аист ай 25-1 292 PANES 26.4 21.1 
— Transportandcommunications ...... eS 10.5 13.4 13.6 11.6 
LAC CLGH Wael ss an rene a gre eae eer 2-7 3.8 3.0 2.6 4.0 
О ето, о 4.9 8.8 Soil es 9.7 
Total economy = 100 
== INEVOBEN INS и 71.1 65.0 75.0 67.8 65.1 
— Non-materialsphere...............- 28.9 35.0 25.0 32а 34.9 
Котата 
Material sphere = 100 
а с оо 59.6 59.3 58.8 61.1 59.9 
РЕ (аа Oli em amt tere ont ое 7.0 4.6 Se.) 5.4 4.8 
О Saugus 6am uaa bode 17.0 19.8 Tet) 16.3 20.5 
— Transport and communications ...... 12.9 13.6 352 14.5 1225 
SACL CIEL CAM eee о а 
— Other 3.5 2.6 4.8 2.1 22 
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the share of which in total industrial investment is up to twice as 
high as in the other ых countries. Investment in this industry 
has been particularly affected by adjustment policies since 
1976-1980 in all countries, probably because of its high de- 
pendence on imported feedstocks (induding non-petroleum- 
based feedstocks). The other branches affected have been the 
consumer-oriented branches—wood and paper, textiles, other 
light industry 2nd food. With only a very few exceptions, these 
branches” investment shares were lower in 1981-1984 than in 
1976-1980, though im Czechoslovakia, Romania and the Soviet 
Union there were sigus of а modest upturn in 1984. 


(у) Investment prospects for 1986 and 1986-1990 


(a) Plans for 1986 


Table 3.4.1 shows that a slight further upturn in investment 
spending is expected im casiern Europe ш 1986. As noted 
едет, the data shown in the table should be interpreted with 
some caution. On the one hand. the very big rise shown for 
Bulgaria 15 stated to be at current prices. Investment prices were 
stable m that country in 1982 and 1983, following big price in- 
creases 1 1981. Тье possibility of further rises cannot be ex- 
cluded im 1956. The planned upturn for Romania, concerning 
which there #5 some doubt as to whether the plan data are in 
Cartes OF comsiani prices, is also very large, but И is not iIncon- 
sistent with the very fast planned rise in NMP produced. 
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TABLE 3.4.8 


Industrial gross fixed investment by branch, 1975-1984 2 
(Per cent of total industrial investment) 


Metal- Engin- 
Energy Fuel lurgy eering 
Bulgaria> 
1976-1980 ее 13.8 8.6 4.8 22.9 
О-о 14.2 8.9* 6.5 32.0 
NOUS Bok. eter Saisie cite ae 13.2 6.0 4.2 20.1 
Ооо 13.8 9.5 6.3 26.3 
1984 Ferenc a ven eee 18.7 Wao 6.4 31.4 
Czechoslovakia 
1976-1980). оо 15.0 11.3 10.3 PM 
О-о | 15.0 8.1 221 
ооо 14.1 9.2 8.6 21:3 
То к 58 12.8 9.1 22.4 
1984 ес Sass Wasi) 15.6 8.2 23.0 
German Democratic Republic 
197621980 Windia. «eee 22.9 9.0 24.8 
198121984 ene oon 22 ПР 26.4 
о. ая 24.4 5.9 23-7 
Е с 22.8 10.7 25.0 
OLE о ВАО 21.0 15.9 БН 
Нипгагу 
1976-0980 ers eo eee 157 les 9.0 18.3 
NOSTEEG S84) ое о сое 20.5 16.1 8.8 15.8 
ве ети ни 14.1 10.6 6.5 16.5 
ре ирина жа 19.7 14.1 12.0 17.3 
о es 21.4 19.1 8.0 15.0 
Poland 
LOVG=1LO8 OMe etre tee eee 11.4 13.6 15.0 24.3 
О. 15.9 2057 6.0 22.8 
1975... eee ee ee 8.0 128 16.6 24.2 
USS ORR oy fate en 15 22.0 10.9 22.4 
И 15.9 19.0 5.9 22.9 
Romania 
LOTG=198ON ee eee 11.6 13 14.0 24.9 
OSTEO SAR eer ene es 18.3 18.5 til? 21.6 
HOTS) Rec? Soc a ees 14.2 14.4 14.1 18.6 
ОВО aha a ee oe 11.0 13.4 14.1 28.4 
(Che Seeing sor ee oo Ро 20.3 10.9 19.8 
Soviet Union 
SHS eae s oer оао ac 9.1 20.8 6.2 25.0 
ОИ ооо eee ee 9.0 26.2 5.9 24.6 
OG Stance een cece oe tee 9.2 18.6 6.5 Boal 
(OS OM. ance eee 9.5 И 5.9 25.0 
О cee eta Ae Thee 27.3 355) 24.9 


Chemicals materials 


Other 
light 


j Wood, 
Construction i bei : Ret Food Other Total 


13.3 8.4 3.6 3.1 1.4 р 10.5 100 
9.5 4.1 3.3 2.2. 1.6 6.1 11:5 100 
13.2 О 4.7 5.8 a 12.5 8.5 100 
9.4 8.3 3:5 2.0 1.4 8.2 11.4 100 
8.7 3.0 3.0 1.8 |} 6.1 15 100 
8.1 4.7 6.1 3.9 3.5 Td Ted 100 
el 3.3 6.6* 3.0 3.6 7.0 9.0 100 
У 6.0 5.3 4.3 3.8 ИЯ 10.6 100 
6.4 4.3 8.4 3.6 3.5 7.0 ack 100 
7.4 3.4 4.4 9.1 4.3 8.2 bil 100 
18.5 3.5 3.3 ded 7.1 5.6 100 
16.6 2.5 2.6 7.0 5:3 4.8 100 
16.6 4.2 4.1 8.9 9.9 Sire) 100 
18.1 3.6 2) 6.1 5.4 5.3 100 
16.2 19 2.3 ро 5.2 4.5 100 
15.3 6.2 Tea, 3.7 3-2 14.1 ila | 100 
14.8 3.6 Sal 7 2.8 Gl Wee 1.0 100 
20.2 6.6 4.0 4.4 9-5 у | 100 
1:3 4.9 1:5 2.4 gal 12.4 1-2 100 
14.4 9:5 2.8 1.8 25) 10.9 100 
11.0 4.1 4.7 aa 2.4 10.0 0.4 100 
9.9 3.1 353 2.7 2.8 1233 0.6 100 
9.1 6.6 4.6 4.7 2.4 11:2 0.4 100 
oS ро 3-5 2.4 2.2, 8.7 0.3 100 
10.2 3.6 33 3.4 3.1 11.9 0.7 100 
Wed 4.3 3 3.6 1.6 5.3 р. 100 
12.4 25 85 2.4 1.1 6.4 2.0 100 
14.6 4.6 5.0 3:3 1.7 6.7 2 100 
13.9 4.2 3.0 3-9 1.4 4.5 rset 100 
10.5 1.9 3.8 1.9 1.0 6.5 Dad 100 
Be) 4.2 4.3 2:9 1.0 6.5 10.2 100 
Tel 3.9 320 3.8 6.2 9.3 100 
9.6 4.4 4.6 2 1.3 1:2 10.8 100 
8.4 4.0 3.8 3.0 0.8 6.5 10.1 100 
TIES: 3:9 3 8) 6.5 9.6 100 


УмэнБтБ ree SSE 


Source: National statistics. 


а Though sector and branch entries have been standardized across countries to the extent possible, the following main differences in coverage should be noted: metallurgy excludes non- 
ferrous metallurgy in Bulgaria and the Soviet Union; fuel includes oil refining in the German Democratic Republic and Hungary; other light industry includes clothing, leather, furs and footwear in 
the Soviet Union; in the other countries, it also includes printing (except in Bulgaria), glass and ceramics (except in Hungary) 


> Current prices. 


In the Soviet Union, the investment acceleration foreseen for 
1986 is much bigger than that already achieved in 1985, and 
nearly double the rate planned for eastern Europe. It also 
presents a marked acceleration over the average during 1981- 
1985. 


As far as can be discerned at the present time, the higher in- 
vestment growth targets for 1986 do not represent any radical 
departures from policies and performance in 1984-1985. How- 
ever, some signs of change are apparent for Bulgaria and the 
Soviet Union. Both countries recorded much higher investment 
growth than planned in 1981-1985, and actual growth in invest- 
ment spending was more buoyant than in the other countries. 


For 1986, both countries expect to allocate a bigger share of 


total resources to investment. The investment ratio will rise 
quite sharply in Bulgaria and by somewhat less in the Soviet 


Union (table 3.4.2 above). As noted earlier, the data for 
Bulgaria are in current prices, and the assumption that invest- 
ment prices will not increase, which underlies the investment 
ratio estimate, may be false. In all other countries the invest- 
ment ratio would remain roughly constant—in most, it would 
even fall slightly. 


If these plan targets are maintained, investment ratios will 
have remained very stable over a three-year period, following 
the sharp falls registered in most countries in the years before 
1984. This suggests that the lowest desired limit has now been 
attained. 


(b) Plans for 1986-1990 


Hungary adopted its five-year plan in December 1985. Most 
of the other countries concerned have published draft five-year 
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plan guidelines. The exception is the German Democratic Re- 
public, which had published no plans at the time of writing. 


In the six countries for which details are available, the plans 
for 1986-1990 foresee a substantial reversal of the decline in in- 
vestment levels which characterized 1981-1985 in most of them. 
A few uncertainties with regard to the interpretation of the in- 
vestment growth statistics in the draft plans remain. Moreover, 
_ these plans have not yet been finally adopted in most countries. 
The information presented in the following paragraphs is thus 
subject to amendment and the interpretations offered should be 
considered tentative. Nevertheless, the prevailing impression is 
of a resumption of a progressive and steady investment effort. 
The plans appear to take account both of the need to hold in- 
vestment within the limits imposed by the internal and external 
constraints which have developed since the late 1970s, and also 
of the urgent need to intensify the economic development 
process at an accelerating rate. The need is the more acute, 
since the investment process itself, the main vehicle for the in- 
troduction of new productivity-enhancing and resource-saving 
technologies, has been the sector on which the restrictive 
policies of the last five-year plan period have borne most 
heavily in most of the countries reviewed. 


For Bulgaria, a doubt remains concerning the size of the in- 
vestment effort foreseen for 1986-1990. As noted earlier, no in- 
vestment data in constant prices have been published for years 
later than 1983. The new plan targets, which imply a very high 7 
per cent annual rate of increase between 1985 and 1990, and а 
big rise in investment ratios to levels higher than in 1976-1980, 
is thus probably in current prices. In fact, most of the buoyancy 
in Bulgarian investment in 1981-1985 resulted from the big in- 
creases in 1981 and 1982, and a continuation of the more 
cautious policies since 1983 seems likely. However, NMP 
growth planned for 1986-1990 is the second highest among the 
seven countries, and an average investment growth of 4-5 per 
cent in volume terms from 1985 would still be attainable with- 
out much further shift in the allocation of resources for 
domestic use. Some deceleration is, in any event, expected for 
investment after 1986, for which the annual plan target is 12 per 
cent in current prices. 


Czechoslovakia plans a very clear resumption of investment 
expansion in 1986-1990, following the absolute decline in cap- 
ital spending in 1981-1985 compared with 1976-1980. The 
implied 3 per cent annual investment growth rate planned from 
1985 to 1990 is slightly lower than for NMP produced, which 
implies a further marginal fall in the investment ratio. The aver- 
age growth rate planned over the five years is considerably 
higher than the annual plan for 1986, and some acceleration to- 
wards the end of the plan period is therefore expected. 


The German Democratic Republic has not as yet published 
its new five-year plan guidelines. The modest annual plan for 
1986 suggests that the emphasis on investment resource saving, 
which was strongly apparent in 1981-1985, will continue during 
the new plan period. 


As noted earlier, Hungary announced its five-year invest- 
ment target, as in the past, in current prices. On the assumption 
of a price rise of 5 per cent annually, investment could be ex- 
pected to rise at a modest 2 per cent annual rate from 
1986—compared with a corresponding NMP objective of 3 per 
cent per year. This would bring investment ratios below current 
levels. Little or no investment growth is seen for 1986, but 
investment growth could pick up toward the end of the plan 
period. 


In Poland the central variant of the new five-year plan calls 
for an average annual investment growth rate of 4-5 per cent 


annually. This would maintain the steady increase in investment 
ratios which has occurred since the crisis year of 1981-1982, and 
raise the level of investment by 1990 to about 90 per cent of its 
pre-crisis peak (in 1978). A comparison of the five-year and an- 


nual plan targets suggests stable investment growth throughout 
the period. 


The Romanian five-year investment targets, as published in 
the draft guidelines in the autumm of 1984, were partly based 
on a 1985 annual target which was underfulfilled by a large 
margin. No final version of the plan has yet appeared. Never- 
theless, the target of a 9-13 per cent rise between 1981-1985 and 
1986-1990 is modest by historical standards. The high annual 
plans for both 1985 and 1986, as well as the fast rate of NMP 
growth envisaged, might indicate that the five-year investment 
objectives have been scaled up, but this would not be consistent 
with the slow growth apparently achieved in 1985. The plans are 
thus uncertain, but the recent trend of investment gives no 
grounds for expecting much acceleration up to 1990. 


The investment plans for the Soviet Union show a 4 per cent 
growth rate and probably a stable investment ratio (since the 
NMP target is, as usual, given in terms of NMP used, which 
tends to grow rather more slowly than NMP produced, the in- 
vestment ratio may in fact be expected to fall). The plan target 
is virtually identical with performance in 1976-1980 and 1981- 
1985. It is, moreover, quite modest relative to the nearly 8 per 
cent rise scheduled in the annual plan for 1986. Thus, growth in 
1987-1990 could fall to just over 2 per cent annually. 


These generally cautious investment objectives seem 
practicable to the extent that, first, it proves possible to main- 
tain the external balances at manageable levels. External pay- 
ment commitments to repay debt are still onerous in some 
countries. It will also be necessary to raise export earning suffi- 
ciently to cover import needs—notably imports of investment 
goods. The key question is whether and to what extent the in- 
vestment effort foreseen is adequate to ensure that the various 
priority economic tasks facing the seven countries are carried 
out. The answer to this question has something to do with the 
quantity of investment, but also with its quality and the way it is 
employed. 


With regard to the quantitative aspects, a first point to note 15 
that the backlog of unfinished investment, as noted earlier, 
continues to grow in almost all of the countries concerned— 
even though at a slower rate. Since it is equivalent to about 
one year’s investment in all of them, there is scope to provide 
useful additions to the capital stock at no extra cost in invest- 
ment outlays. All countries which have published five-year 
plans have again stressed the importance of this objective. 
Second, this point has obvious relevance with regard to the 
modernization of the stock of fixed assets. One indicator of this 
is the share of fixed assets less than five years old in the total 
capital stock. If investment in successive five-year periods 1$ 
cumulated and expressed as a percentage of the total stock of 
fixed assets in the final year of each period, the results suggest a 
serious aging problem in all the countries reviewed. Compared 
with the years in which this share peaked (shown in brackets in 
the following list), the amount by which the share of fixed as- 
sets under five years old in the material sphere capital stock had 
declined by 1984 is as follows: Bulgaria: 15 per cent (1974); 
Czechoslovakia: 16 per cent (1978); the German Democratic 
Republic: 23 per cent (1974); Hungary: 25 per cent (1979); 
Poland: 50 per cent (1977); Romania: 24 per cent (1979) and the 
Soviet Union: 19 per cent (1974). This sets in context the em- 
phasis in all the published plans on increasing the share of ma- 
chinery and equipment in total investment spending—i.e., en- 
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suring that, within the fairly modest plan investment objectives 
retained, as much as possible is directed to the ‘‘active’’, tech- 
nology-embodying component. 

With regard to the qualitative aspects, the five-year plans are 
for the most part silent concerning the extent to which the mod- 
ernization process is to involve the weeding-out of obsolete 
equipment. One of the reasons for the decline in capital 
productivity is the relatively large amount of obsolete, costly- 
to-maintain equipment kept in service. Fixed asset retirement 
rates were low in all seven countries (between 0.6 and 2.7 per 
cent of total material sphere fixed assets annually) in 1981-1984, 
and they declined compared with 1976-1980 in all countries but 
Poland. More rapid retirement rates are in fact foreseen. In the 
Soviet five-year plan, for instance, it is stated that the rate of re- 
tirement of obsolete fixed assets in 1986-1990 is to double com- 
pared with the rates recorded during the 1981-1985 plan period. 


A further quality-related area is the need to ensure faster in- 
troduction of scientific and technological expertise. Within the 
investment sphere, this means, first, ensuring that the engineer- 
ing industry is able to supply high-quality machinery and equip- 
ment in adequate amounts. The generally falling share of in- 
vestment in the engineering branch itself has been referred to 
earlier. It is clear that this problem has been recognized, since 


almost all of the five-year plans single out engineering for prior- 
ity development. (In the Soviet Union, for example, investment 
in this branch is to rise in 1986-1990 by 80 per cent compared 
with 1981-1985.) 


At a more general level, it was noted in subsection (ii) 
above that rates of capital productivity decline even ac- 
celerated in some countries during 1981-1984 as compared 
with 1976-1980. Improvements occurred in some countries in 
1983-1985, and there were two cases where capital productiv- 
ity actually rose marginally. However, most of this improve- 
ment reflects the combined effects of the easing of overall 
and especially external growth constraints on one hand, and 
the falls in capital investment over the last five years on the 
other. In countries where investment growth has been more 
buoyant, no such improvement has occurred. The example of 
the German Democratic Republic suggests that the most 
effective determinant of gains in capital and investment 
productivity is strong action to curb excessive investment 
spending, and much closer scrutiny of projects proposed. 
Where restrictions on investment arose mainly from unfa- 
vourable domestic and external developments (or where such 
pressures were absent), the required gains in efficiency have 
not yet occurred. 


3.5 CONSUMER INCOMES AND SUPPLIES 


The share of national income used domestically allocated to accumulation appears to have risen in most of the 
centrally planned economies of eastern Europe and the Soviet Union in 1985. Real incomes per capita continued 
to grow, and incomes originating in the social consumption funds rose faster than wages and salaries. Retail 
prices in 1985 increased substantially in Hungary and Poland, but only moderately in Bulgaria and Czecho- 
slovakia. In the Soviet Union, retail prices decreased. The growth of retail trade turnover stabilized in 1985 as 
compared with 1984 in all the countries reviewed except Romania. Consumption of non-food products grew 
faster than food products. Allocation of national income for domestic utilization is discussed in subsection (i), 
changes in personal incomes in subsection (ii) and consumer prices and price policies in subsection (iii). 
Consumer goods supplies, housing and the structure of personal consumption are examined in subsections (iv) 


and (у). 


(i) Allocation of national income for domestic utilization 


The rate of change in domestically used national income 
(hereafter called NMP used) affects its allocation between con- 
sumption and accumulation. As discussed in section 3.1, the 
rate of growth of NMP used during the period 1981-1985 was 
strongly influenced not only by changes in NMP produced but 
also by the need of most of the seven countries reviewed to 
attain trade surpluses. Accordingly, NMP produced rose con- 
siderably faster than NMP used in some countries. In Czecho- 
slovakia, the German Democratic Republic, Hungary, Poland 
and Romania, the volume of resources for domestic use even 
declined in some years. In the Soviet Union, changes in the 
foreign trade balance had no noticeable influence on the growth 
of NMP used. 


The five-year plans for 1981-1985 all contained provisions for 
raising living standards in line with increases in economic 
efficiency. 2% The priority given to maintaining the growth of 
consumption as rates of growth of NMP used slowed down and 
resulted in increases in the share of consumption in NMP used 
in all seven countries under consideration (table 3.5.1). The 
share of consumption was higher than in the previous five-year 
period in particular in Czechoslovakia, the German Democratic 
Republic, Hungary and in Poland. Bulgaria experienced the 
smallest increase in this share. The five-year plan for 1981-1985 
in Romania envisaged an increase from 64 to 70 per cent of 
NMP used between 1980 and 1985. 2” No final data on changes 
in the allocation of NMP are available, but the publication of a 
target figure of 70 per cent for 1986 indicates that the projec- 
tions for 1981-1985 were not achieved. 2% 

In the Soviet Union changes in the allocation of NMP used in 
the whole five-year period have tended to reduce the share of 
consumption. In the preceding five-year period (1976-1980) its 
share in NMP moved up, reflecting the priority given to an ac- 
celeration of the rise in living standards. At the same time, rates 
of growth of consumer goods output and retail trade turnover 
were smaller than the increase in money incomes. Measures to 
accelerate the output of consumer goods and services had only 


2% See also У. Kirichenko (ed.), Sotsialnye problemy у perspek- 
tivnom planiroyanii (Social Problems in Long-term Planning), 
Moscow, 1982, рр. 42-43. It should also be mentioned ‘‘that the social 
programmes of the previous five-year periods (1971-1975, 1976-1980) 
which as a rule in the most countries were fulfilled or overfulfilled had 
been based on higher increase in the social production efficiency than 
in fact was achieved”’, ibid., р. 43. 

297 Developpement socio-économique, AGERPRES,  Bucarest, 
1984, p. 35. 

298 Scinteia, 18 December 1985. 
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TABLE 3.5.1 


Allocation of national income 


(Percentage share) 


Consumption 


Period Total Personal Social Accumulation 
Bulgaria 
NOT G98 OMe aera 74.3 60.7 13.6 Зы 
а eae 75.5 60.2 В 207 
LOS2 eR LOR ee a 74.7 61.7 13.4 25:3 
1983 лен № Wg 61.6 14.3 24.1 
Оденсе. ЕВ WoT 61.1 14.6 24.3 
Czechoslovakia 
1976-1980. 74.3 54.3 20.0 25.7 
осо WE 57.5 22.4 20.1 
ее 79.6 Bee 22.4 20.4 
ОЗ seas Saree 80.5 57.6 22,9 19°35 
M984 RS \eigacttepetenn 80.2 56.0 24.2 19.8 
German Dem. Rep. 
97 G21.98 ONS eee eer 77.0 64.0 13.0 33.0 
POSIT, еее 79.3 65.7 PES PANT 
LOB ean wagers ate 82.0 69.0 13.0 18.0 
О Е oy 82.1 69.4 12.7 17.9 
ое 83.4 70.6 12.8 16.6 
Hungary 
LOT O=UO SOM antec 76.4 66.6 9.8 23.6 
LOST aes aes oe 82.2 71.1 Lied 17.8 
Sy Pia en ec hee 84.2 72.8 11.4 15.8 
LORS ee pial eee Biz 87.1 75.3 11.8 12.9 
ОЗ ден aden 88.5 76.5 12.0 WES) 
Poland 
1976-1980 ........ 71.6 60.0 11.6 28.4 
MOS РИ scutes tens ens 90.1 77.6 1225) ого 
[982 Mess propa ateyays ИВ 62.5 11.2 26.3 
и 76.1 64.4 Я 2 
а ору TNS 62.8 12.5 24.7 
Romania 
О 63.7" 863" 
LOSI etc res dis 65.0* 35) 0* 
О Ree gee <r 66.0* 34.0* 
L988. ее : Gre 32.8* 
т оо АА 68.2* Hl atone 
Soviet Union 
1976-1980: у 73.9 26.1 
ОВ ес воли 75,6 24.2 
еее 74.1 25.9 
ое. Е 9-9 26.2 
Я ое ЕО 74.8 9 ; 29-2 
Е ВБ ee ee НЕЕ 
Sources: National statistics, plans and plan-fulfilment reports, Statisticheskti ezhegodnik 
stran-chlenov SEV (CMEA statistical yearbook), various Issues 
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a short-term effect because the pace of consumption growth is 
generally determined by the rate of expansion of total national 
income. Policies to improve economic efficiency during 1981- 
1985, the further deceleration in the growth of the labour force, 
the high cost of raw material extraction, and other reasons 
made it necessary to increase investment. Consequently, the 
share of accumulation in NMP used increased. The small 
change in consumption’s share is expected to be temporary; its 
level continued to rise in absolute terms. 299 


The size and direction of changes in the relative shares of per- 
sonal and social consumption were different in individual coun- 
tries. The share of the former decreased slightly in Bulgaria, 
Czechoslovakia, Poland and, according to preliminary 
estimates, also in the Soviet Union. Economic policy in these 
countries gave special attention to accelerating the growth of 
social consumption and to increasing its share in real incomes. 


The high level of social consumption achieved by the German 
Democratic Republic in previous years made it possible to give 
priority to personal consumption growth in the 1980s. Measures 
taken to link labour remuneration more closely with results also 
contributed to this process. 


As to the immediate future, no quantified targets are 
available for 1986 in the majority of countries reviewed. How- 
ever, the planned acceleration of economic growth and efforts 
to speed up the transition to a more intensive pattern of 
economic development will certainly require more investment. 
The share of accumulation in NMP used is to rise in 1986-1990 
in Bulgaria, Hungary, Poland and the Soviet Union. Social 
consumption is to grow faster than personal consumption in 
most countries. 


(ii) Incomes 


Increases in real income per capita in 1981-1985 generally in- 
dicate a stable rise in the volume of consumption, though there 
were some variations between countries (table 3.5.2). Real in- 
comes rose by 20 per cent in the German Democratic Republic, 
by 19.5 per cent in Bulgaria, by 15.8 per cent in the Byelo- 
russian SSR, by 12.8 per cent in the Ukrainian SSR, by 11.8 per 
cent in the Soviet Union as a whole, by 7.5 per cent in Hungary 
and by 5.2 per cent in Czechoslovakia. In Poland, real incomes 
fell by about 8 per cent. No data are available for Romania. 
Average annual percentage changes in real incomes in 1981- 
1985 slowed down in most countries except Bulgaria compared 
with 1976-1980. This resulted mainly from the slowdown in 
economic growth. The pace of real income growth over the 
whole period closely paralleled the growth of NMP. Thus, in 
the initial years of the review period, real incomes in Bulgaria 
and Hungary rose faster than in more recent years. Shortages 
of agricultural products contributed to retail price rises in 1982 
in Czechoslovakia, the Soviet Union and Poland. This led to 
absolute declines in real incomes in Czechoslovakia and 
Poland, and a slowdown in their growth in the Soviet Union, in 
that year. These movements were reversed in subsequent years. 
Available data suggest that the rise of real incomes in most 
countries in 1985 exceeded the average for the whole period. 
The biggest increases both over the whole of 1981-1985 and in 
1985 alone, were recorded in the German Republic (3.7 and 5 
per cent respectively). 


Real wages and salaries per earner rose slower than real in- 
comes per capita (table 3.5.2). This mainly reflected the fact 


a See also, ‘‘Nakoplenie i intensifikatsia’? (Accumulation and In- 
tensification), В. Р. Plyshevsky, Ekonomicheskaya gazeta, No. 3, 
1986. 
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TABLE 3.5.2 


Real incomes and real wages 
(Annual percentage change) 


Real incomes Real wages 
per head of per wage- or 
population salary-earner 


Win. o tine ate Wet Gare Sa Е SS 


Bulgaria 
197651980! Se: Seer eee! 2.6 0.5 
1981-1985 Plan Betsey oie ae 2.8 
а абы = 3.6 ых 
рые нь Face еее 5.8 4.7 
ПОВ НН. м. 4.1 22 
а Pe sles cies we 27 — 0.2 
О Ат 2.9 3:2 
а ЗЕ Dall 
1986 РАДЕ 2. 

Czechoslovakia 
197621980 ее ake ee 1.3 0.7 
1981-19855 а deere set ies 1.0 
SU eee or ae ee ae 1.6 0.6 
ES) ас к ee —0.7 — 2.3 
ПЕ алое cantare 1.6 0.6 
О te as Sea hg ahh nee att 1.4 0.8 
POSS: К. Se. cee sa 0.9* = 
т ee 5. esto. Sos aes 1.9* 2 

German Democratic Republic 
1976209808 ers ais. Eee. 4.5 257 
1981-1985. Plans-2ee AeA. tee 3.9-4.2 
1981-1985. зелье aes ets Bist, ae 
ОВ ore ccs ro es cosa Set 4.0 Dea, 
CLO а a oh Se a3 1.9 
ес ee er eee 2-3 1.3 
OSA Reece's te ote eerie 4.0 2.0 
OSSD ence eee ae 5 

Hungary 
19762198039 FSR Ee 1.8 0.7 
1981185 Р lane. tele 1.2-1.4 у 
1981-1985 ate Ried 32 1.4-1.6 —1 
О ео Вох EA 2.9 1.1 
Оо СХ 0.9 — 0.7 
т И ИЕ al —3.2 
ЕО ВЫ 1 —2.4 
ое eater stair: 1-1.5 0.5 
[OS GIP ка ода мене еее 1-1.5 _ 

Poland 
И С аи в а 2.9 1.8 
и ae ee a 2.6 
ТОВ, В. crete — 18.0 — 24.9 
Во Ох ea ee 0.4 153 
о и 1.8 0.5 
оне 3 

Romania 
WOTG NOS Oe ye eters ete der feers Dial За 
981-1985 Ра: ae) 2.9 
се tee hee Зо 1.6 
т я es 1.0 
О к —5.4* 
И А в eye 
LO SASS: sr tees eee EEO, 6.02 
LOSI eet ee eee 1.9 
ISLS) MENT pas aAuneechGaeeeor 1.35 

Soviet Union b 
обоза oe, ee 3.4 3.0 
198121995 Plant? eee ee 3.1 2.7 
LOS TELORS Sry asc ee eee 77) 2.4 
1K И Ире ee ad I А 3.4 2] 
таре ре eas oy 0.1 2.8 
ИА О о eae e: 2.1 1.8 
О ее 3.0 2.4 
О и Des 2.8 
LO8GiIP antes sar eee see MG 56 
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TABLE 3.5.2 (continued) 
eee 


- Real incomes Real wages 
- per head of per wage- or 

Byelorussian SSR b 
1976-1980 ло. ore 3.6 3:7 
1981-1985 ап в... 3 2.6 
095-198 ям 3.0 2:7 
р и 4.7 р 
с. 0.5 2.7 
оо, 2.6 Del 
Е о os. 3.8 32 
Е tore. sti а о 4.0 8.5 
о 9 2.6 2.4 

Ukrainian SSR b 
NOT OOS O Ree oct т 32 3.0 
093-1985 Plat aeuccie tee oe Shy) 2.8 
MS SILOS о ОИ 2.4 Zee, 
сом. 5.0 1.8 
а. 1.4 3.4 
а 1.4 1.8 
ооо ве т 2.0 1.6 
CEES cho о и 2.4 2.6 
и пе ЫЯ 2.8 


ЕЕК НЫЕ НЕЕ ТЕНИ 
Sources: As for table 3.5.1. 
4 1984 to 1980. 


b Average nominal wage. 


that incomes from social consumption funds, which are a part 
of real incomes, grew faster than wages and salaries alone. 3 


Targets for real income growth in 1986 are available only for 
some countries. Judging by planned NMP increases, recent 
changes in the allocation of NMP used, in labour remunera- 
tion, in retail trade turnover and retail price changes, however, 
it is likely that the increase in real income will be similar to, or 
slightly above, the average annual rates achieved in 1981-1985 
in most countries. 


Money incomes are the basic determinant of real income 
growth. They account for about 80 per cent of total personal in- 
comes. Policies in this area aim at ensuring that increases are 
differentiated according to the income levels of recipients in 
different social groups. Care is also taken to co-ordinate money 
incomes, retail prices and the supply of consumer goods and 
services with consumer policy as a whole. Finally, wages and 
salary levels are expected to provide incentives for improved ef- 
ficiency. These considerations are reflected in the rates of 
growth of money incomes in 1981-1985. Average annual rises in 
most countries were below those in the previous five-year per- 
iod. The particularly large increases in Hungary and Poland 
were accompanied by big rises in retail prices (table 3.5.3). In 
general, recent tendencies continued into 1985. 


Within total money incomes, incomes from agriculture rose 
faster than wage incomes over the entire period in Czecho- 
slovakia, Hungary and the Soviet Union. This was also the case 
in Poland in 1981-1982. As stated in the previous issue of this 
publication: ‘‘The policy of accelerated growth of agricultural 
incomes, which was accompanied by contractions in agri- 
cultural employment, aimed to stabilize the number of farmers 


300 Payments and benefits from social consumption funds constitute 
more than 20 per cent of per capita real incomes in the Soviet Union. In 
Hungary, incomes resulting from work rose by 3.8 per cent, while so- 
cial incomes rose by 11.8 per cent in 1980-1984. See Pravda, 29 
November 1985, and Statisztikai вудпуу, 1984 (Statistical Yearbook, 
1984), Budapest, 1985, p. 241. 


and achieve faster growth of agricultural production and labour 
productivity’’. 301 


Money incomes from the social consumption funds, 
especially pensions and social benefits, rose faster than total 
money incomes in almost all countries under review over the 
whole period. The German Democratic Republic was the only 
exception. In Poland, after a considerable (139 per cent) rise 
of pensions and social benefits in 1982, growth in this category 
decelerated markedly, but was still above that of total money 
incomes. A levelling-off in the total amount of pensions paid 
out in the German Democratic Republic reflects an absolute 
decrease in the number of pensioners. 


Rises in average monthly nominal wages and salaries ensured 
increases in consumption (table 3.5.4). An important aspect of 
wage and salary policy in all the countries and during the whole 
period reviewed is the increased attention paid to the incentive 
role of wages, and to achieving closer linkages between wage 
and labour productivity increases. This seems to be a long-term 
policy orientation, as available information suggests that it will 
continue in 1986-1990. 302 According to reports from the Soviet 
Union, the rise in industrial labour productivity in 1985 ex- 
ceeded the increase in average wages and salaries. In Poland, 
the gap between wage increases and productivity narrowed. 


Though average monthly wages and salaries moved at dif- 
ferent rates in the various branches of the national economy in 
all countries reviewed, there was a general tendency (notably in 
Czechoslovakia, Hungary, Poland and to some extent in the 
Soviet Union) for wages and salaries to grow faster in the ma- 
terial sphere (in industry and agriculture especially) than in the 
non-material sphere (chart 3.5.1). The absolute level of average 
monthly wages and salaries in health care was below that of 
industry and agriculture. 


The main factors determining wage and salary increases are 
changes in workers qualifications and promotion; increases in 
basic wage and salary rates; and labour productivity increases 
(which contribute to rising profitability and thus determine the 
size of bonuses paid from the material incentive funds). In the 
material sphere, all three factors influence the rise of wages and 
salaries—the rise of labour productivity being quantitatively the 
most important. The first two only determine increases in non- 
material sphere wages and salaries. 


During the 1970s, and especially in the 1980s, a majority of 
the countries reviewed took steps to accelerate scientific and 
technological progress, to introduce achievements of science 
into the production process on a bigger scale and to link them 
more closely with product development. In addition to other 


301 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985, p. 146. 


302 ‘АД rise of incomes of working people will, first of all, be due to 
an increase in labour productivity, better individual and collective re- 
sults of work.’’? (Statement by the Chairman of the State Planning 
Committee of the USSR, N. V. Talyzin, State Plan of Economic and 
Social Development of the USSR for 1986, Pravda, 27 November 
1985.) 

“The material interest of working people is to be directed more 
strongly towards the attainment of high performance levels with a view 
to raising labour productivity and efficiency still further. Our tried and 
tested incentive wage policy should be carried on consistently. 

‘““Productivity-oriented wage schemes should be geared towards at- 
taining above-average increases in labour productivity in selected com- 
bines and enterprises by combining scientific and technological inno- 
vation processes with the wide application of scientific principles to the 
organization of labour and by deriving greater benefits from working 
people’s qualification standards and production experience.”’ (State- 
ment by the Chairman of the German Democratic Republic’s Council 
of Ministers, Willi Stoph in support of the 1986 National Economic 
Plan, Panorama DDR, 1985, p. 53.) 
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TABLE 3.5.3 


Money incomes 
(Average annual percentage change) 
ee — 


Pensions and 


social benefits 
Total Wage and Income 
money wage-like from 2 
Country and period income incomes agriculture Total Pensions 


Bulgaria 
обо, cee theron Ue pk: 6.2 7.6 10.0 10.0 
Е. 6.0* 6.9 6.8 4.4 6.8 
С Е ЖЕН Ane 3.9 Pei 6.6 9.7 
ОО оста РА 3.2 —3.4 4.3 6.0 
Об AON, ии. 4.1* 3.8 4.4 5.0 6.5 
т а aR 3.4* 

Czechoslovakia 
LOT ORUSSO net eters aoe: 4.1 4.0 1.6 57 6.2 
1981-1985 Ress dee eee 3.1 2 ~ 4.3 ae 
О 2.6 2.6 2.3 [9 3.3 
А оо ise 4.3 3.3 6.2 8.2 7.9 
Ор oe eee 3.1 Del 6.5 3.6 3.8 
Е 2.6 2:5 5-7 2.4 2.8 
О ее > nae Зы! 2.5 See 

German Dem. Rep. Е 
1976-1980 а 3.8 3.8 a 6.6 5.0 
и обр оС Bee к - a = 
о aes oo eee ahi 3.4 2 0.7 —0.5 
а. 2.8 2.8 2.9 — 0.7 
О о 3. 258) Wp) 0.1 — 0.7 
ОД а ле. 3.9 2.6 1.4 _ 
а ae а 4.0 
ПОЗ Blan F432 ey lissek oe 4.0 

Hungary b 
1976-1980. ее 8.4 Tes 8.4 12.9 15.6 
108-1985 оон, or 8.2 6.7 a 9.7 10.5 
и 8.1 5.9 Па 7.9 oS 
Е Hed) 5.9 10.3 9.0 12.0 
М СИ ООВ Se) 6.7 13.6 9.2 9.5 
TOS Ai ее НЕ: 9.2 7.9 6.5 12.3 т 
О Ее Ges 8* 7-7.5 9.9 9.4 

Poland 
OMG NOS OR > aval 9.7 12 16.5 19.7 
О. Sites) 26.0 af = 
т ее ко ВЫ 27.0 56.4 36.9 31.9 
оо 64.9 44.0 56.9 139.4 107.1 
В НЕ 23.0 26.1 6.8 19.3 24.0 
о deer cn tn eee 18.3 15.8 9.7 17.4 Dies 
о аи 23.9 19.0 

Котата a с 
976-93 cree tera, etteoreehe 9.7 10.3 10.3 6.8 5.4 
О-о Ware eect 6.7 : к: of 
OH acs cuss Gat о. 55 5.9 8 3.4 2.9 
О ие 9.5 9.6 127 Ley 1127 
ее ea oie eee Syl 3.6 = 3.9 Nez 
ORAS tc nd ey i aa 5.5 6.5 4.9 8.4 10.4 
О бо artes 4 

Soviet Union 
96-е, ее 4.9* a0) 33 5 6.4 
ОЕ ER weep scceier nee De 3.3} 4.6 6.0 : 
И cue eee 3:6* 95 Wed 5.6 6.3 
LOSD о tee ern eae 4.3* 3.9 Bip” 5.9 6.8 
LOSS Ae. ae ат ВЕ 2.6 9.5 6.7 5.8 
О ит 8:65 НН 3:7 5.9 D5) 
И es ct ae, he ee 3.4 3.6 5.8 “2 

re 


Sources: As for table 3.5.1 
' Net money income, for Romania excluding peasant income 
rays 

Wages only (excluding wages paid by agricultural co-operatives) 


© Socialist sector only 
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TABLE 3.5.4 


Average monthly nominal wages 


Average monthly wages 


я аа те т Annual percentage change 
national currency 

units in 1985 1976-1980 1981 1982 1983 1984 1985 
А-З И м eee 
Bulgaria оо. sone 213 4.9 yy? eS) 1.9 4.2 3.4* 
Gzechoslovakiaens.« ace 2 908 2.8 1.5 Pe) 1.9 ИТ) 1.9 
Сегтап ет. Вер. ..... 1102 а 3.0 2.4 1.9 143} 2.0 с 
Hungary Ose. tee. dee 6 000 6.2 6.4 6.7 4.9 5.6 8 
Poland ses. eee 19 900 8.0 27.4 51.3 24.5 16.3 18.4 
Romanians aes. 21132 4.3 4.6 7.9 3.0 6.6 at 
зоме Unique ei. oe 190° 3.0 el 2.8 2.6 2.4 25) 


Sources: As for table 3.5.1. 
а 1984. 


> Socialist sector of the national economy (excluding agricultural co-operatives). 


с 268 roubles if payment and benefits from social consumption funds are included. 


CHART 3.5.1 


Average annual monthly nominal wages and salaries 
in different branches of the national economy 


j 80 = 10. 
| Industry (Indices, 1980 о) 


Agriculture 


Science (for Hungary: Culture, art, education) 


20 


ION 
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TABLE 3.5.5 


Social consumption fund 


Allocations from social consumption funds 


weenie. een eS 


aie Pensi Education » 
he ketal Chal and Housing 
(Per cent of benefits culture Health subsidies Other 
Country and period total incomes) # (Percentage shares) 
И Ро is ES ee, CRE ee ee ee eee 
ee о ТО 32.4 44.1 22.6 14.4 0.1 18.8 
ROS T yc Rae eine ea aeea oe 35.5 43.6 23.6 16.4 Os 15.7 
В НО ate eee 35.8 43.5 2322 16.8 0.9 15.6 
а бло, оО 35.8 43.8 22.5 16.4 0.9 16.4 
1984 ее Geren r arenes 35.7 44.0 22.4 16.3 1.0 16.3 
choslovakia 
ae ее О ИЕ 33] 48.3 20.9 15:2 4.1 11.5 
р о О ЗЕ В с 34.7 48.7 20.8 15.9 4.3 10.3 
LOS DRA ео % 35.4 49.1 20.6 13.7 3.9 10.7 
а ООН 35.4 49.1 20.5 15.9 4.0 10.5 
ое 35.8 48.9 20.5 15.9 4.1 10.6 
German Dem. Rep 
MOTD Rare Hans ome tee арена 28.7 38.7 24.7 15.8 7.9 12.9 
о artnet 34.4 35.4 23:3 18.0 12.6 10.7 
Е о зе «stots 34.7 34.5 23.8 18.1 12.9 10.7 
Е ее то 34.6 33:2 23.6 19.0 13.6 10.6 
О ite te ses oP ittecareaets One 38.1 91:7 23.6 18.9 152 10.6 
Hungary 
О о и 56.0 20:3 14.6 2.4 5.7 
о Е ао 923 Se Dez 14.7 | War 5 
о оо ВИ 56.8 21:5 14.8 1.5 5.4 
ал eho e Stee Bis Ses ee 14.3 5: 5.5 
О о о р < 59 58.1 21.0 14.1 1.4 5.4 
Poland 
NOMS ie hes. 546 4 Ree See meee 18.9 39.8 27.0 26.9 3.9 2.4 
MOS eee ее sats 31.0 45.4 20.3 23.6 5.4 5.3 
ее 26.4 32.6 17.0 18.3 6.5 25.6 
к 26.9 42.9 19.4 19.4 6.5 11.8 
О erat inice Fehon tie eos 27.6 
Soviet Union 
о Aer ere 3.5 37.3 27.9 14.3 5.4 i 
Е DM SRE Beer м 32.3 38.2 26.6 14.6 6.0 14.6 
CVs AO Cea eae ривело Mee 32.5 38.6 26.5 14.5 6.1 14.3 
О aetna tee Berrie. 5 on: 32.9 39.5 25.9 14.2 6.2 14.2 
ес Ban 40.3 25.9 14.0 6.3 135 


Sources: As for table 3.5.1, Statisticheskii ezhegodnik stran-chlenov SEV, 1985 (CMEA Statistical Yearbook 1985) Moscow, 1985, 


р. 50. 


а Calculated on the basis of Osnovnye metodologicheskye polozhenia ро statistike (Basic Methodological Principles of Statistics), 


vol. I, part 2, Moscow, CMEA, Standing commission on statistics. 


5 Including student grants. 


measures, implementation of such policies required more ex- 
tensive use of incentive funds to remunerate scientists and 
workers in related fields. In Bulgaria and Romania, their re- 
muneration was higher in absolute terms, and increased faster, 
than wages and salaries in industry over the whole period. In 
Czechoslovakia, the increase in wages for scientific workers 
was slightly below the industrial average but their level re- 
mained above it. In Poland, sharp rises in industrial wages and 
salaries during the 1980s widened the existing gap between in- 
dustrial and scientific workers in favour of the former. Despite 
slight increases in the remuneration of scientific workers in the 
Soviet Union in 1982-1983, their average monthly nominal 
wage and salary were about 97 per cent of levels of those in 
industry. 


Payments and social benefits from social consumption funds 
played an important role in raising consumption and real in- 
comes. Available data demonstrate that the share of social con- 
sumption funds in total incomes within the period analysed in- 


creased considerably over the previous five-year period in all 
countries; they also rose more quickly than labour remunera- 
tion (table 3.5.5). This had two main reasons: first, services 
provided by social consumption funds (education, health care, 
culture etc.) grew faster than labour remuneration. Secondly, 
the number of persons whose incomes are derived from social 
consumption funds (pensions, benefits, stipends, etc.) in- 
creased more rapidly than the labour force. 3% 


The structure of social consumption funds was generally 
similar in all countries reviewed. The biggest category is pen- 
sions and social benefits, which mainly determine the rate of 
growth of the monetary income element of social consumption 
funds and its share in total incomes. Other items are, in order of 


303 See also У. Rutgaizer, ‘“‘Obshchestvennye fondy potrebleniya v 
sisteme raspredeleniya pri sotsializme’’ (Social Consumption Funds 
within the System of Allocation under Socialism), Izvestia AN SSR, 
Seria ekonomicheskaya, No. 6, 1985. 
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size: education and culture, health, housing subsidies, and 
other payments. The similarity reflects the numerous common 
elements of social policy in the seven countries, and also the 
fact that the financing of these activities derives from similar 
sources. At the same time, inter-country differences in the share 
of individual categories illustrate varying priorities in the 
seven countries’ social policies. For example, in the German 
Democratic Republic, housing is treated as the focal point of 
social policy, consequently, the share of state housing subsidies 
is bigger than elsewhere. 


In 1985, as during the whole five-year period, much attention 
has been paid to the increase in pensions and social benefits. In 
Bulgaria, pensions for 850,000 people were increased in 1985. 
The state paid out 9.1 per cent more in pensions than in 1984. 
The minimum pension was increased by 20 per cent. Mothers 
were granted paid child care leave of two years from the date of 
birth of a child. In 1986, new pensions, and also those for work- 
ers who retired before December 1975, are to increase by 15 per 
cent. 


In Czechoslovakia, the total pensions and social benefit fund 
rose by about 4 per cent, and 1.2 million pensioners received in- 
creases. The daily benefit ceiling paid by the health insurance 
fund rose by 25 per cent, and the minimum length of paid holli- 
days of young people between 18 and 23 years of age was ex- 
tended from two to three weeks. 


In the German Democratic Republic, higher pensions were 
paid to about 2 million people in the period 1984-1985. The 
value of annual increases paid was equal to about 1 per cent of 
the annual net money income of the total population. 


In Hungary, minimum pensions were increased in addition to 
the automatic increase customarily implemented at the be- 
ginning of the year. State grants given to families with three or 
more children to build and buy homes were increased by 40,000 
forints (a sum equal to seven months’ average wages). Matern- 
ity benefits were raised by 60 per cent, and maternity leave was 
lengthened from 20 to 24 weeks. In 1986, the real value of pen- 
sions will be maintained by increasing pensions for 1.3 million 
people. Pensions for those over the age of 70 and for persons 
affected by serious illness can be linked with price changes. 


In Poland, average monthly old-age and disability pensions 
(excluding pensions in agriculture) were increased by about 15 
per cent, in line with retail price rises. Maternity benefits were 
raised by 16.5 per cent over the same period of 1984 in July 
1985. Education benefits fell because of the reduced number of 
entitlements. 


In order to stimulate a higher birthrate, Romania adopted a 
special decree which involves annual expenditures of over 6.5 
billion lei. 


During 1981-1985, the annual increase in pensions and social 
benefits in the Soviet Union was above 6 per cent—higher than 
the average annual increase in wages and salaries. Changes in 
maternity benefits also aimed to increase the crude birthrate. 
The number of third and fourth births rose by 2 percentages 
points between 1980 and 1984. 34 The plan Гог 1986 envisages a 
4.1 per cent rise in the social consumption fund. 


(iii) Consumer prices and price policies 


Price policies in the centrally planned economies of eastern 
Europe and the Soviet Union are guided by both economic and 
overall social objectives and aim to ensure that all groups of the 


304 See T. Valovaya, ‘‘Gosudarstvennaya pomoshch зепие”” (State 
assistance to the family), Ekonomicheskaya gazeta, No. 51, 1985. 


population can purchase basic necessities despite differences in 
income levels. Other social priorities are also taken into account 
in the price formation process. The main instrument is the re- 
gulation of retail prices for food and food products, clothing 
and textiles, and certain consumer durables. Some prices are 
subsidized. 


Retail price changes in 1981-1985 did not prejudice real in- 
comes or consumption increases in the majority of the countries 
reviewed. In Poland, retail prices more than doubled in 1982 
and was one reason for the decrease in consumption. Table 
3.5.6 suggests that nearly all countries experienced a rise in 
retail trade and service prices, the German Democratic 
Republic being the only exception. National data indicate that 
retail prices between 1980 and 1985 rose by 10 per cent in 
Czechoslovakia, by 38 per cent in Hungary, by 295 per cent in 
Poland, by an estimated 27 per cent in Romania and by 2 per 
cent in the Soviet Union. Average annual retail trade prices 
rose between 0-2 per cent in Czechoslovakia and the German 
Democratic Republic, and the slightly higher rate of 6 per cent 
in Hungary between 1980 and 1985 was virtually the same as 
in the previous five-year plan period. Only in Poland and 
Romania, where the average 6 1/2 per cent and 1.4 per cent 
annual rates in 1976-1980 rose respectively to over 30 per cent 
and 5 per cent annually in 1981-1985, was there any clear 
evidence of an acceleration in retail prices. In the Soviet Union, 
the rise in retail prices slowed down between the two periods, 
reflecting absolute falls in the retail price index in 1984 and 
1985. 


A common feature in almost all countries was a faster in- 
crease in retail prices of food and food products in comparison 
with non-food items between 1980 and 1985. Only in Hungary 
was the price change the same for these two groups. 


In 1985, following increases in wholesale prices for some im- 
ported goods, some raw materials, fuel and energy, retail prices 
rose in Bulgaria, Czechoslovakia, Hungary and Poland. State 
subsidies in the German Democratic Republic kept consumer 
goods prices stable over the whole period. The subsidies rose by 
88.2 per cent between 1980 to 1984, and in the latter year con- 
stituted more than 40 per cent of total monetary allocations to 
the population from the state budget. In other countries, higher 
retail prices were compensated by increases in money incomes. 


(iv) Consumer goods supplies and housing 


(a) Retail trade 


Retail trade turnover rose in most of the countries reviewed 
by between 5 per cent (Czechoslovakia and Romania) and 
about 20 per cent (in Bulgaria) during 1981-1985. The sharp de- 
crease in retail trade turnover which occurred in Poland in the 
early 1980s resulted in an absolute decline (in volume terms) of 
7.5 per cent over the whole period reviewed. Supplies of food 
and non-food products, designated ‘‘consumer goods of basic 
necessity’’, were satisfactory except in Poland. The role of per- 
sonal plots in supplementing retail supplies was emphasized 
especially in Bulgaria, Hungary, Poland, Romania and the 
Soviet Union, and /ocal and home-based production was also 
encouraged. 


The rise in retail trade turnover in all countries (table 3.5.7) in 
1981-1985 was lower than in the previous five-year period and 
also lower than planned. Several factors influenced this de- 
celeration. Domestic supplies were affected by slower-growing 
industrial output, and by shortages of agricultural products. 
Limitations were also placed on consumer goods imports in 
several countries. In most of them, those domestically 
produced consumer goods which were of poor quality proved 
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TABLE 3.5.6 


Retail trade prices 
(Annual percentage change) 


Country and year Total Food Non-food Services 
Bulgaria 
1976-1980 ates seem 4.0 6.2 2.4 
1981-1985 ........ 5 5 
о as eats cong, (5) 0.3 0.7 
OR esas ane rete 0.3 0.6 0.1 
о eee Tee eens 1.4 2.9 0.2 
19084 ие 0.7 15) 0.1 
а ата» 
Czechoslovakia 
1976-1980)... ЖИ iad 2.8 2.6 
198 =198 5 елены 2.0 a A 
аут 0.8 = NS) 0.7 
а ЕО 5 9.4 IES 0.3 
Е ee seas os 0.9 0.6 ial 1.0 
ТОВ, че. о 0.9 0.7 lie 1.3 
LOSS. hn oe Peg) 
German Democratic 
Republic 
1976-1980 ........ 0.1 — — — 
1981-1985... 0.1 _ = = 
LOSI SET I =. 0.3 = = = 
ПОЗЕ ee ева. _ = = = 
аи - = = = 
ть — = = = 
оо еее — — - - 
Нипвагу 
1976-1980 ........ 6.6 83 6.0 4.0 
LOSTELOR Sierras 6.7 6.2 oe 3 
NOSTRA He: 5.0 Srl 6.5 6.5 
OSD RAS, Ч 6.6 8.2 5:5 Thee? 
АА ites We? 5.6 8.4 10.1 
W984 ко. ate 8.5 9.1 8.0 8.0 
SST ters esp amnene 6.3 5) 6% 
Poland a b 
1976-1980 Е... 6.5 7.9 6.5 7.9 
LOSES RS jk 31.6 а д 28.7 
О есть. 18.4 14.6 10.9 15.3 
Я ооо 109.4 162.8 85.6 62.9 
DSS ReeA eerste 21.9 13.1 228 30.5 
ос 14.5 16.9 16.2 eh? 
Ih oko ее. 14 22 
Romania 
96-1980 1.4 1.0 1.6 
Е Боровое ~~ oe ae 
Oh We ae See ieee 2.0 1.7 1.9 3.1 
ое ое 16.9 
о баны Sy Ae 
жк Halts 
ПО arr ane. —d 
Soviet Union a 
1976-1980... 0.7 0.4 1.0 
ПОЛЬ поноса 0.4 ae о 
а ок 1.0 0.2 1.0 
о Shots! 0 2.9 
Oe aoc Cnn areoren - — 0.2 — 
LO Sah heey aca eat —1.0 —1.8 
LOS Sen eee НН —1.6* 


Sources: As for table 3.5.1 

4 Socialist sector 

b Excluding alcoholic beverages and tobacco. 

© IMF /nternational Financial Statistics, December 1985, p. 390. 


4 January-June. 


to be unsaleable, leading to increases in stocks of some in- 
dustrial consumer goods. Available data indicate that retail 
trade stocks between the end of 1980 and the end of 1984 rose 
by 39 per cent in Bulgaria, by 27 per cent in Hungary and by 52 
per cent in the Soviet Union. 


A common feature in all countries during the period was the 
faster rise of retail trade in non-food compared with food pro- 
ducts (except in the German Democratic Republic, where they 
rose at similar rates). In general, the volume of services rose 
faster than retail trade turnover. The supply of paid services, 
however, is still considered insufficient to meet demand. Money 
incomes rose faster than retail trade turnover and services, and 
consumer demand for some products was not satisfied. There- 
fore, it remains an important task for the 1986-1990 plan 
period to ensure that the growth of consumer goods production 
keeps in step with demand. In fact, increasing efforts have in 
recent years been made to monitor consumer demand and to 
co-ordinate it more precisely with national plans. Measures 
have also been taken to accelerate agricultural development and 
the production of industrial consumer goods. 


In 1985, increases in retail trade turnover in the majority of 
countries were in line with planned targets. But statistical re- 
ports on economic development in 1985 noted shortages of 
seasonal food products, especially fruit and vegetables, in 
several countries. Shortages also persisted in the supply of cer- 
tain consumer durables in Bulgaria, Czechoslovakia, Poland 
and the Soviet Union. The underfulfillment of retail trade 
targets in the Soviet Union in 1984 and 1985 was due largely to 
the stagnation of agricultural output for two years in succes- 
sion. 


Plans for 1986 envisage moderate increases in retail trade 
turnover in all countries, in line with expected economic 
growth. Greater attention will be paid to improving the quality 
of industrial consumer goods and to enhancing co-operation - 
between the CMEA countries as to the production of sophis- 
ticated consumer goods. 


To improve domestic supplies of high quality consumer 
goods and services, a ‘‘Comprehensive Programme for the De- 
velopment of the Production of Consumer Goods and Sphere 
of Services for the Period 1986-2000’’ was adopted in the Soviet 
Union in October 1985. 3° This programme is an integral part 
of the ‘‘Basic guidelines of economic and social development of 
the Soviet Union for 1986-1990 and the period up to 2000”. It 
includes a set of interrelated measures designed to raise the 
quality of consumer goods and services. Output of industrial 
consumer goods is planned to expand by about 5.4 per cent and 
services by 5.5-7 per cent annually during 1986-1990. The im- 
portance of these objectives was also underlined in the draft 
‘‘Programme of the Communist Party of the Soviet Union’’, 
new edition, adopted in October 1985, 3% 


In Romania a ‘‘Programme on Self-Management and Self- 
sufficiency to Ensure Appropriate Consumer Supplies of Agri- 


305 “*Kompleksnaya programma razvitia proizvodstva tovarov 
narodnogo potreblenia i sfery uslug na 1986-2000 god’”’, Pravda, 9 
October 1985. 


306 ‘А task of foremost importance is to meet completely the grow- 


ing demand of the population for high quality and diverse consumer 
goods—foodstuffs, durable and beautiful clothing and footwear, 
furniture, commodities for cultural needs, and sophisticated household 
appliances and goods. ... An increase in the volume of services, a 
broadening of their range and an improvement of their quality will 
make it possible to meet more fully the growing demand of the popu- 
lation for various types of communal transport, everyday social and 
cultural services, to make housework easier, and to create better condi- 
tions for the meaningful use of free time, for rest and recreation.” 
Pravda, 26 October 1985. 
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Turnover of retail trade and services 
_ _ (Average annual percentage change) 


_ Country and year 


NEN они иоИ 


Bulgaria 
1976-1980 eS, 1... 


В = 


German Democratic 
Republic 
1976=1980%...:.... 


Hungary 
NOG LO SO erties cys 


Poland 
1976-1980) ...5..22:- 
1981-1985, 


Romania 
1976-1980...--.... 
193-1985. 
ные 


О оао 
Оба... :-. 


Soviet Union 
197620980 eet ae ci 
198-1085... 


Total Food 


3.9 


2.4 


Non-food 


4.7 


Services 


3.4 


or 


TABLE 3.5.7 (continued) 


eee 
Country and year Total Non-food Services 
АА aes re ae 


Byelorussian SSR 


1976-1980 ee ee 4.2 6.1 8.1 
OST O85 eee 3.4 . 7.8 
О ни об ОС 4.3 1.8 6.9 6.9 
Тора ве. —1.6 0.6 —3.3 6.3 
ое С 4.2 8:5 4.8 7.0 
VORA Avi cera ane 5.1 4.5 5.0 11.9 
LORS easiness 5 oT 
И Бона 4.8 6.9 
Ukrainian SSR 
ON Ganson e 4.1 3.1 5.0 7.4 
19811985. 2.9 и. 
аа нес Sell 11.8) 5.0 4.8 
19082 заданы _ -- — 4.0 
Е cpsgorncteheevs 2.9 2.0 3.7 6.9 
о ен 4.6 37 5.0 5.6 
о 3.5 
1986 Ра. 3.5 5.9 


Sources: As for table 3.5.1. 
4 At current prices. 
Ь Per capita. 


© Excluding alcoholic beverages and tobacco. 


cultural Produce and Foodstuffs and of Industrial Consumer 
Goods in the Period 1 October 1985-30 September 1986’’, was 
adopted by the Grand National Assembly in November 1985. It 
foresees an acceleration in consumer goods production and in- 
creased supplies of food and non-food products. The supply of 
some items is planned to increase at very high rates and—for ex- 
ample, meat and meat products are to rise by 70 per cent and 
the supply of fish and fish products is to double. 307 


Draft five-year plan guidelines of other countries also en- 
visage special measures to improve retail trade. 


(b) Housing 


During the period 1981-1985, a deceleration in new dwelling 
construction can be observed in most countries reviewed (table 
3.5.8). Only in the German Democratic Republic did the total 
of completions rise, due to an increase in the number of 
dwellings modernized. In the Soviet Union, the number of com- 
pletions was virtually stable at about 2 million dwellings per 
year. Compared with the previous five-year period, there was a 
deceleration in housing construction in most of the seven 
countries. There were two main reasons for this: first, invest- 
ment generally slowed down; secondly, the number of families 
and individuals seeking new accommodation in most countries 
has decreased. In contrast, housing construction, including 
modernization, increased by 10 per cent in the German Dem- 
ocratic Republic. Nevertheless, housing remains a high priority 
concern for social policy in all seven countries. 


Other features of the period reviewed were the rise in the 
quality of housing construction; increased rates of investment 
in infrastructure (schools, shops etc.); the greater number of 
new dwellings fitted with household appliances; and increases 
in the average size of new dwellings. 


Bulgaria, Czechoslovakia, Hungary and Romania ех- 
perienced slowdowns in the construction of housing financed 
from state budgets, and an increase in private or co-operative 
dwellings paid for by personal and state loans. For example, in 
Czechoslovakia the share of dwellings constructed by co-opera- 


307 Scinteia, 17 November 1985. 
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TABLE 3.5.8 


New dwellings constructed 


За ло Ne Ra Ee ne Ne Se eee 
New dwellings (thousands) 


New units Average size of 
Co-op- per 100,000 new dwellings 
Country and period Total State erative Private inhabitants (т?) 

Bulgaria 
С ete 351.8 800 60.7 
LOSTETOR Stee nye nce 339.4 or ny. oe a 
LOST Saas. sorters et 71.4 34.5 36.9 803 61.7 
LOS2R о 68.2 30.3 37.9 770 62.9 
аи 69.7 30.5 39.2 780 64.1 
Е a ae a an eee 68.9 28.8 40.1 770 64.8 
Ре, cos GR e 61.2 

Czechoslovakia 
1976-1980). 3a feo ees 648.2 264.6 197.9 185.7 860 
1981-1985 к... 487.3 я i me 2 28 
198 1s Sess oe ets oe 95.4 32.4 33.6 29.4 623 74.1 
1982 ее. 101.8 PAY 42.0 30.1 663 7225 
С И ee eh as 95.7 21.7 45.0 29.0 620 УБЕ, 
И 91.9 19.4 43.5 29.0 590 76.9 
а ое 102.5 

German Dem. Rep a b - 
1976-98 : 290.3 a 71.6 61.8 
1951-1985 ее. 988.6 г 375.7 в ot a 
ОЕ ис о re ey 185.4 62.9 59.7 21.5 1110 61.8 
В ее ока 187.0 62.5 64.6 18.3 1 120 60.9 
ео иона к 197.2 61.6 74.6 18.5 1 180 61.1 
19844, това пра: 207.0 63.4 85.3 3:5 1 240 60.2 
POSSI TIRE Е От. 212.2 91.5 

Hungary 
1976-1980. ее. 452.7 162.2 290.5 837 66 
ОЗ о 369.7 ae Ee nA 74.3 
198) о See ee 77.0 22.8 57-2 722 69.6 
LOS2IS5.S OVE: PT. ERI 75.6 19.1 56.5 706 70.4 
Е оо оной 74.2 16.6 57.6 695 03-2 
984 eer et othe or ra eed 70.4 10.1 60.3 660 78.3 
я. 725 80 

Ро{апа 
1976-1980 1 308.3 245 724.2 339.1 749 62 
О 956.8 Be one we в mye 
NOS Liban tra aires Bone ee arc 187.0 32.0 109.0 46.0 519 63.9 
ион 185.3 31.5 97.8 56.0 509 66.7 
LOSS eer ee 195.5 34.7 103.0 57.8 540 66.9 
L984 AE SME ere oer, 196.0 140.9¢ ыы 530 67.9 
а В И 193 

Котата с 
97. G=19 оо боб оовоаь 840.6 755.3 85.3 770 м: 
о ель 161.4 150.5 10.9 720 56.6 
ОЕ рии ет 161.2 150.1 11.1 720 59.2 
я вася 146.7 135.4 ES 650 58.0 
бей 131.9 12255 9.4 $80 

Soviet Union Е 
1976-19 10 241 8 388 1 853 784 5.2. 
ISSO Sse eee 10 038 ae Ae op 55.1 
LOS Ley re ae eee 1 997 1 646 351 746 53.3 
19528 носок. т 2 003 1 652 351 742 53.9 
1983. Sas ме а. 2030 1 675 355 750 55.4 
в. 2 008 1 664 344 730 56.3 
И паче 2000 56.5 


Sources: As for table 3.5.1. 
а Including modernized dwellings. 
b Modernized dwellings. 


© State and co-operative. 
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tives rose from 35 per cent in 1981 to 47 per cent in 1984. The 
big rise in completions recorded by Czechoslovakia in 1985 (18 
per cent over 1984) was probably due to the termination of pro- 


jects following big increases in unfinished construction in 1983 
and 1984. 


In the German Democratic Republic, the state was the main 
supplier of new housing, its share increasing from 50 to 53 per 
cent between 1981 and 1984. If modernized dwellings are in- 
cluded, the share of state housing construction rose from 66 per 
cent to 72 per cent in the same period. The number of private 
dwellings completed decreased by 37 per cent in 1985, 


In Hungary, much attention was paid to urban dwelling 
construction. Fast rises in money incomes during 1981-1985 
made possible an increase in the share of private and co-opera- 
tive housing from 74 per cent of total completions in 1981 to 85 
per cent in 1984. 


Available data for Bulgaria and Poland suggest that the 
number of privately-constructed dwellings rose by 9 per cent 
and 20 per cent, respectively, in the period 1981-1984. Their 
share in the total rose from 52 per cent in 1981 to 58 per cent in 
1984 in Bulgaria, and from 25 per cent to 28 per cent in Poland 
in the same years. 


In Romania, state and co-operative housing completions fell 
over the whole period. Small increases in private construction 
took place in 1981-1983. 


In the Soviet Union, the share of private construction was 
one of the lowest among the seven countries. Small increases in 
the number of private dwellings built in the initial years of the 
period were followed by a slowdown in 1984—probably be- 
cause of shortages of construction materials. Plan figures for 
1986 indicate that co-operative and private housing construc- 
tion in 1986 will increase by 18 per cent over 1985. Industrial 
and agricultural enterprises are now increasingly supplying the 
finance. 


(v) Structure of personal consumption 


Changes in the structure of personal consumption are de- 
termined by various factors, notably by increases in incomes of 
the population (demand side) and by the production (and also 
imports) of consumer goods (supply side). Other factors such as 
demographic changes, national and regional traditions, climatic 
conditions and consumer psychology also play a role. 


The analysis of structural changes in personal consumption 
faces some methodological and statistical problems. 


First, numerous concepts of consumption are used in 
economic literature—‘‘personal’’ and ‘‘social’’, ‘‘individual’’ 
and ‘‘collective’’, ‘‘paid’’ and ‘‘non-paid’’, ‘‘marketed’’ and 
““non-marketed’’. The various concepts differ according to the 
goods and services consumed, the financial resources used to 
purchase them, and the organizational channels through which 
consumption is moving. When analysing changes in the 
consumption of consumer goods, economic literature as well as 
statistical and planning practice refer to the concept of personal 
consumption, usually understood as the consumption of ma- 
terial goods financed from personal incomes. * From the fi- 


308 Such definitions of personal consumption can be found in an- 
alytical publications, textbooks on statistics and the methodology of 
planning in the centrally planned economies of eastern Europe and the 
Soviet Union and also CMEA publications, for example, SEV, Pos- 
toyannaya Komissia po Statistike, Osnovnye metodologicheskie po- 
lozhenia po statistike, tom 1, chast 2, Moscow, 1980 (Basic Metho- 
dological Principles of Statistics, CMEA, Standing Commission on 


nancing angle, this type of consumption is often referred to as 
being ‘‘paid for by individuals’’. Personal consumption mainly 
results from purchases of goods through the retail trade net- 
work, (the biggest component of personal consumption) or, on 
the free market, from the payment of wages in kind and con- 
sumption of the produce of personal plots, and also from the 
purchase of public utilities (services such as passenger 
transportation and communications, power, water and gas for 
domestic purposes etc.). 


Second, there are problems with the availability of statistical 
data. There are, however, several sources permitting an analysis 
of structural changes. They include data on retail trade turn- 
over, household budgets, per capita consumption of major 
food products, stocks of selected consumer durables in the pos- 
session of the population, etc. 


Available data on retail trade turnover make it possible to ex- 
amine the structure of the biggest segment of personal con- 
sumption. Retail trade turnover reflects that part of consump- 
tion financed from money incomes. Through household budget 
statistics the consumption by different social groups of goods 
and paid services can be analysed. Household expenditures are 
based on personal incomes which include not only money in- 
comes but also incomes in kind. Data from all available sources 
are used in the present subsection, but the more detailed an- 
alysis of structural changes in consumption is based on house- 
hold budget statistics only. 


The reason for this is that the structure of household ex- 
penditures in national statistics is measured on a comparable 
basis in most of the countries concerned. Nevertheless, some 
differences exist. For example, in Bulgaria since 1978 the item 
“‘transport and communications’’ includes expenditures to buy 
means of transport (cars, motor cycles, etc.) as well as pay- 
ments for passenger transportation and communication, while 
in other countries expenditures on means of transport are in- 
cluded in the ‘‘consumer durables’’ item. Bulgarian expendi- 
tures on health care include only those on hygiene, but in 
Czechoslovakia payments for children’s pre-school institutions 
and recreation are also included. In the other countries 
concerned they are not included in this group. In the Soviet 
Union, total expenditures on paid services are not broken down 
in detail. Despite such differences and inconsistencies, the 
available data make it possible to assess the trends and evolu- 
tion of personal consumption patterns in the centrally planned 
economies of eastern Europe and the Soviet Union. 


There are several reasons why it is interesting to study the 
structure of expenditures of an average household of workers 
and employees. First, workers, employees and members of their 
families, including some pensioners, constitute the biggest 
proportion of the population in the countries under examina- 
tion. Second, data exist in all countries for this type of house- 
hold—either for the households as a whole or per household 
member. For Czechoslovakia, Hungary and the Soviet Union, 
data on peasant household expenditures are also available. 


Statistics, Moscow, 1980), pp. 179, 185, 191-192; Metodicheskie uka- 
zania К razrabotke gosudarstvennykh planov ekonomicheskogo | sot- 
sialnogo razvitia SSSR, Moskva 1980 (Methodological Instructions for 
the Elaboration of State Plans of the USSR), Moscow, 1980, p. 672; 
Kurs sotsialno-ekonomicheskoi Statistiki, Moscow, 1982 (Course of 
Social and Economic Statistics), Moscow, 1982, р. 430; М. Rimashev- 
skaya, $. Shatalin, ‘‘Struktura lichnogo i obshestvennogo potreblenia 
у sotsialisticheskikh stranakh’’ (Structure of Personal and Social 
Consumption in the Socialist Countries), Voprosy ekonomiki, 1975, 
No. 7, pp. 95-97; A. Lutov, В. Atanasov e¢ al., Upravlenie na narod- 
noto potreblenie (The Management of National Consumption), Sofia 
1984, р. 61; К. Rozsypal and К. France ‘‘Ndrodohospoda?ské 
pldnovant’’ (National Economic Planning), Prague, 1985, SNTL, 
p. 204. 


192 Centrally planned economies of eastern Europe and the Soviet Union 


TABLE 3.5.9 


Retail trade turnover 
(Indices, 1970 = 100) 


Food products Non-food products 


1984 1975 1980 1984 1975 1980 1984 


п ee) ee eee ee ee SS 


Total 

1975 — 1980 

Bulgaria пора В 145 177 
Czechoslovakia ss. ..-qeloc a terete 130 140 
German Democratic Republic ... 131 159 
FLUNG ary crocs еее 135 153 
Poland tone. еее 167 199 
ROMANIA Ase rte д ce ete te 148 9215 
SovieiUnion: wen stereo te oe 136 169 


205. „139 etd dt, tal aaah 1 19401 234 
144 5 173.5 2137 0136. 140. 143 +5122 
1652 119 140 154 144 179 193 
160 “133.144 147 — 136" 160 ©. 172 
184 161" 519s "162" * 1725 200 197 
ода бы 2404 2158 91509 220.009 234.8 
189 129 154 166 144 188 216 


i EEE 
Sources; Statisticheskii ezhegodnik stran-chlenov SEV 1984 (CMEA Statistical Yearbook 1984), Moscow, 1984, p. 281; ibid., 1985, 


р. 311. 
а 1983. 
b 1981. 


Changes in retail trade—total, food and non-food—pre- 
sented in table 3.5.9 can be taken as one indicator of changes in 
personal consumption. The faster rise in the retail trade turn- 
over of non-food products compared to that of food products 
was the main characteristic in all countries. This can generally 
be interpreted as a sign of improvement in the structure of per- 
sonal consumption, since an increasing share of non-food pro- 
ducts usually indicates a rising trend of living standards as a 
whole. However, the pace of change varied from country to 
country. Furthermore, changes in 1980-1984 did not necessarily 
coincide with those in the previous decade. 


The structure of retail trade turnover shown in table 3.5.10 
can be analysed by examining changes in the percentage shares 
of the two main sub-items. The biggest increase in the share of 
non-food products occurred in Hungary and the Soviet Union. 
The share of non-food products in the German Democratic 
Republic rose from 1970 to 1984 but fell slightly in 1984. In 
other countries, changes were influenced by the movement of 
consumer prices which tended to reduce the share of non-food 
products in 1984 as compared with 1980 or even 1975. 309 For 
example, in Bulgaria a 14 per cent average price increase for 
food in 1980 was the reason for the marked rise in the share of 
food products in retail trade turnover in 1980-1984 compared 
with 1975. 


Despite its generally declining share in total retail trade, food 
still accounts for by far the biggest share of total personal con- 
sumption. This reflects efforts to improve nutritional stan- 


309 Price increases for food products occurred in Bulgaria in 1980 
and in Romania, Poland and Czechoslovakia in 1982. 


dards. The structure of food consumption is not identical in all 
countries. Nevertheless, consumption patterns in all countries 
reviewed have developed in a broadly similar way (table 3.5.11). 


Consumption of food products which are rich in protein 
(meat, milk and milk products and eggs) rose considerably, 
while that of food products of lower nutritional value (po- 
tatoes, flour products) fell. Consumption of sugar generally 
increased, and in some countries (for example in the Soviet 
Union) now may exceed the dietary optimum. Consumption of 
fresh vegetables and fruit also rose, but medically recom- 
mended levels have not been achieved. 


Since practically all non-food products are sold through the 
retail trade network, the structure of purchases of these items 
reflects rather precisely the structure of their consumption. The 
data indicate a fall in the share of expenditures on clothing, 
footwear and textiles within the structure of personal consump- 
tion in all countries reviewed (table 3.5.12). However, the pace 
of change in the shares of the three subgroups, varied between 
countries. 


The generally declining shares of clothing, footwear and tex- 
tiles in retail trade taken together indicate that a growing share 
of non-food products was accounted for by consumer durables. 


Table 3.5.13 demonstrates the fast increase in purchases of 
consumer durables in all countries, especially of motor cars. 
But there are a number of significant differences between coun- 
tries. This reflects, in part, different levels of economic de- 
velopment and also varying foreign trade preferences. The 
highest level of consumer durable ownership is found in 
Czechoslovakia and the German Democratic Republic. How- 
ever, faster growth of consumer durables purchases is a charac- 


TABLE 3.5.10 


Structure of retail trade 


(Percentage share) 
a В о 


1970 1975 1980 1984 
Food Non-food Food Non-food Food Non-food Food Non-food 

Bulganiatentn ca sere 44.6 55.4 43.5 56.5 44.8 55 45.0 55.0 
@zechoslovakia.e т. 50.3 49.7 47.5 55$; 46.9 otal 47.0 $3.0 
German Democratic 

О ооо Зе 48.9 47.7 52.3 46.2 53.8 46.8 530 
ра tae boa. 44.1 55.9 41.9 58.1 41.7 58.3 38.9 61.1 
Вата ох aan noe 43.9 56.1 42.5 STS 43.5 56.5 45.8 54.2 
| OVWENNET © macaccnvea boc 49.1 50.9 49.4 50.6 48.5 SUS} 53.4 46.6 
SovichWnionmene eee 55-5) 44.5 53.6 46.4 50.8 49.2 50.3 49.7 


мФ— ee — — 
Sources: Statisticheskii ezhegodnik stran-chlenoy SEV 1984 (CMEA Statistical Yearbook 1984), Moscow, 1984, p. 278; ibid., 1985 


p. 308. 


Consumer incomes and supplies 193 


TABLE 3.5.11 
i Per capita consumption of selected food products 
:: (Kilograms рег year) 
German 
De : : 
Bulgaria Czechoslovakia а Нипвагу Poland eee 
Meat and meat products 
LOT OMe hacer 43.7 71.9 66.1 58.1 61.2 48 
LOOK ek ee 64.9 85.6 89.5 1.7 82.1 58 
О. 75.4 85.0 94.4 78.0 63.6 60.4 
Eggs (number) 
ТОВ и. 122 И 239 247 186 159 
LOSO TSN. i 204 316 289 317 223 239 
LOS Aves. pee 237 332 303 327 210 256 
Sugar 
19708 heehee 32.9 8727 34.4 33:5 39.2 38.8 
LOSO peer 34.7 Biles 40.6 37.9 41.4 44.4 
О. 355 37.5 39.1 35.0 45.0 44.3 
Bread and meal products (flour equivalent) 
LOW LOD cerca ntact 174 113 97 128 те 149 
бо 160 107 95 115 127 138 
1984 goa ear 149 109 100 110 124 135 
Vegetables (fresh) 
LS Onova 118 76 85 83 Rs 82 
Ве 125 66 94 80 101 97 
198A ие 132 73 92 78а 116 103 
Potatoes 

ео, 25.9 103 154 Wai 190 130 
Ом. 26.6 76.1 143 61.2 154 109 
OSA saree: 30.0 78.5 146 58 149 110 


Sources: Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, рр. 66-67. 


21983) 


teristic feature of the countries which had the lowest levels of 
ownership at the beginning of the period. The highest growth in 
stocks of consumer durables per thousand inhabitants was in 
Romania. 


Similar trends in the structure of consumption emerge from 
analyses based on statistics of household expenditures, which 
also include paid services (table 3.5.14). For workers’ and em- 
ployees’ households, expenditures on food and non-food pro- 
ducts constitute the biggest part of the total, ranging from 52 
per cent in Czechoslovakia to 69 per cent in the German Dem- 
ocratic Republic in 1984. For peasant households, the com- 
bined share rose to between 58 per cent in Czechoslovakia and 
to about 67 per cent in Hungary and the Soviet Union, by 1983 
or 1984. However, the changes in the percentage shares of these 
two items varied by country. 


In Bulgaria and the Soviet Union food products took the 
biggest share of expenditures for both population groups 
throughout the whole period. 


The expenditure structures of workers’ and employees’ 
households in Czechoslovakia and the German Democratic Re- 
public showed a similar pattern in the 1970s. However, at the 
end of the decade and in the early 1980s they began to diverge, 
the percentage share of expenditure for non-food product 
consumption exceeding that of food in the German Democratic 
Republic but not in Czechoslovakia. 


In both groups of households in Hungary, and peasants’ 
households only in Czechoslovakia, expenditures for non-food 
products were higher than for food over the whole period. 


Nevertheless, the general trend of total household expendi- 


TABLE 3.5.12 


Purchases of non-food products 
(Percentage share in retail trade of non-food products) 
A: Clothing, B: Footwear, C: Textiles 


1970 1980 1984 

A B a A B G A B С 
Виа еее 18.2 6.1 9.0 16.5 5.0 672) 15-1 5.0 4.8 
@zechoslovakiac.aee.ece se 17.6 5.6 3.4 15.8 4.7 26 14.2 4.7 59 
German Democratic Republic ... Sal 4.4 ae 1456 4.2 fe US 4.4 ду 
На ее: 15.8 5:2 Ч, 3.7 1.6 9.6 3.6 И 
Ро er ee 15.8 5.4 S645  dliles) 4.0 4.0 8.7 4.3 2.0 
Кома ere ae eer Pies} 8149.8 2374 1-2 8.3 в т 5%. 
О оо ооозово сою ВА АН 6.8 28.4 Sri 516: 27.8 8.9 4.7 


—м.ммммммммммм"м"ммм"ммммммй Ш Ш6&6&ь>&, ,Ё[ЙЯй[ПНПИА 
Sources: Statisticheskii echegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow, 1985, pp. 307-318 
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TABLE 3.5.13 
Stocks of selected consumer durables in 1984 
А: Increase (Index, 1970= 100); В: Number per thousand inhabitants 
Refrigerators Washing machines Television sets Motorcars 
A B A B A B A B 
era em a re ee ee 
Bulgariaias «00 ac. tose 343 278 186 263 230 276 641 109 
Czechoslovakia......... 213 377 175 484 174 407 284 162 
German Democratic 
Пере: 238 oul 184 ЗИ 163 451 298 179 
Нора ое 315 325 189 339 159 ИЕ 585 123 
Poland ео sang 194> 310 1355 347 1396 333 347Ъ 66 
ROMAN Ape. ига 342 156° 283 102 < 207 210° 620 298 
ЗОО... 307 274 145 205 202 289 
Е ee Е Е Е Е ЕЕ - 
Sources: Statisticheskii ezhegodnik stran-chlenov SEV 1985 (CMEA Statistical Yearbook 1985), Moscow 1985, p. 68; Anuarul Statistic 
al Republicii Socialiste Romania 1985, Bucharest, 1985 р. 50; United Nations Economic Commission for Europe, Economic Survey of 
Europe in 198], United Nations, New York 1982, p. 280 
а Number of subscribers. 
b 1975-1984. 
© 1980. 
TABLE 3.5.14 
Structure of household expenditure 
(Percentage shares) 
A: Worker and employee households; B: Peasant households 
Czechoslovakia 
Bulgaria German Democratic Republic 
1970 1975 1980 1984 
1970 1975 1980 1984 19702 — 1975 1980 1984 
А А А А А В А В А В А В А А А А 
1. Food and food 
PROCUCES terres nee srare Зе 34 OF TALI 382i 3268 WRT Ss 229.6 FR 2854 26.927 ae 2ocle 242 SOT”) 372 35.7 ace 
2. Non-food products 
И оно оао 15.9117. USS 60818:2 25:0 34.2 274 34.51126601 3320) 6279342 0288 SOOO aes aon 
— clothing,footwear, 
темыез coco cle cous 9.7 9.4 9.0 3:3 LOSS 124. 1092 OFS АВ, 8:8" 10:029123 1429 STS ee Gs 
— industrial goods 
including consumer 
910132121 25 содооовон 6.2 8.1 99 9.95 315.1 421.8: 179 233 16.8 224 183 242 165 93 23а 
3. Power, water, rent.... 7.3 5.8 6.2 6.4 97 1.6 4.0 2.3 5.3 3.9 5.2 402 45 4.9 4.3 4.3 
4. Transport, communi- 
CAtION ere А 3.2 2.8 es в Dail 2.0 2.4 1.8 2.4 1.8 Pes MTR ile 1.3 ies 12 
Sam Viedicalicareaes. seer №5 1.6 ЕЙ. 1.7 1.9 1.0 Dal 13 2.5 1.8 2.65 1:9 
6. Socio-cultural services 
including education... 4.3 3.9 Sail ЗЫ 0.9 0.7 0.8 0.6 0.6 0.5 0:65 10555925 8.5 3.4 3.5 
15 ОП oye 3.6 4.9 3.1 4.0 3.1 3.9 S205 08 so kG 357 3.9 4.1 
8. Other expenditures 
including savings..... 32.1183 4.4.2913 13215528: 83828]” 30:6 27 32.6: 1273 adel Te oD On о 


Hungary Soviet Union 
1975 1980 1983 1970 1975 1980 1984 
A B A B A B A B A B A B A B 
|. Foodandfood'products............- 326 33.3 342 357321 32.8 ЧА 453 1384 42313751401 3 
2. Non-Food products of which: ....... 37:8 33.6 (36:4 30:4 38:8 33.8263 28.2 2751295 288 1209 1295 1289 
— clothing, footwear,textiles ....... 1220 10-2 9.1 8.2 8.4 7668.4 17.6 185 1729 193 134 ВЯ 
— industrial goods including 
consumendurables)......0.. 4... 25.8 23.4827: 3 2224304 262 19° 10:6 О: 6 5 
Se Вомег магег: ret ims aera 6.0 4.0 6.3 4.6 59 4.6 3.0 aft 3.0 3:2 3-2 
4. Transport, communication ......... 332 1.4 Вр 1.6 вы 1.9 
Sa Viedicalicarcie aye ee eee 1.0 0.3 0.9 0.5 0.8 о 
6. Socio-cultural services including Ce ac PLE TEST SIL О Я ое 50 
Самое о 2.4 0.7 2.8 0.8 2.8 1.0 
Her ОО 655 dunccunndoscesadec 2.5 2.4 1.9 2.0 1.6 2.5 
8. Other expenditures including savings. 14.5¢ 24.3е 14.3е 24.3е 14.8е 227е 214 218 23.3023: 88230 25.2. Е - 
м 


Source: National statistical yearbooks, various issues; for Czechoslovakia, Historicka statisticka гобепка CSSR, Prague, 1985, table 20-15. 


a с 
From 1970-1974 expenditures Гог wage taxes and obligatory contributions to social insurance are included in household expenditures 


5 Including transport services. 
© 1983 
Ч Paid services. 


© Including real estate purchases 


Consumer incomes and supplies 


ures in all countries was characterized by a decrease in the 
share of expenditures on food. 


Thus, expenditures on non-food products, especially for 
consumer durables, rose. The share of housing and rent, 
notably in the Soviet Union, were very low, and the already 
small share of expenditures for medical care decreased in some 
countries. In spite of some differences in the share of individual 
items, structural changes in urban and rural areas generally de- 
veloped in the same directions. 


Declining shares of expenditure for food products consump- 
tion can be explained by rising money incomes and also by the 
overall level of satisfaction of food requirements. Low levels of 
expenditures on housing, medical care and also for rent is due 
to the fact that rents, housing construction costs and the 
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consumption of power and water are subsidized by the state, 
while medical care is generally supplied free of charge. Finally, 
differences in household expenditures in urban and rural areas 
reflect differences in income levels and incomes structure be- 
tween the two groups of the population examined (‘‘workers 
and employees’’, and ‘‘peasants’’). 


Within the structure of expenditures on non-food products, a 
common feature in all the countries concerned is the increase in 
the share of industrial goods and consumer durables and a con- 
tinous fall in the share of expenditures on clothing, footwear 
and textiles. In the Soviet Union, the share of expenditures on 
clothing and footwear remained practically stable over the 
whole period. Some, probably temporary, decrease in the share 
of expenditures on industrial goods occurred in Czechoslovakia 
and the German Democratic Republic in the early 1980s. 


3.6 FOREIGN TRADE AND PAYMENTS 


After several years of strong expansion, exports of the centrally planned economies turned down in 1985. Im- 


port growth remained strong, and trade balances narrowed, but generally гетай 


ned in surplus. These develop- 


ments are reviewed in subsection (i). The short-term outlook is affected significantly by the oil price decline in 


early 1986, on the whole negatively (subsection (ii). 


(i) Recent developments in trade and external balances 


The foreign trade sector of the European centrally planned 
economies ran into a difficult stretch in 1985, after two years of 
rapid expansion in which export growth had generally outpaced 
that of imports and the external position of most countries of 
the group had improved. As in the rest of the world economy, 
trade activity slowed significantly in the eastern part of the ECE 
region in 1985. Exports of the Soviet Union in fact declined, 
and expansion slowed to a crawl in most other countries of the 
group. As import growth was maintained or accelerated in 
many of these countries, trade balances—a surplus in most 
cases—generally deteriorated. 


The factors responsible for these developments were partly 
internal to the European CMEA region and partly emanations 
of global economic changes. At the end of the period under re- 
view, a Slide in world market oil prices set in, which is likely to 
affect profoundly the prospects for the economies and the 
foreign trade of the European centrally planned economies. 


These developments will be examined in the following sec- 
tions. Changes in the overall volume of trade, in trade prices 
and the terms of trade, and in external balances will be reviewed 
in succession. Thereafter, some aspects of changes among the 
centrally planned economies will be examined. 3!° A final part 
will be devoted to a discussion of the most recent oil market de- 
velopments and their possible impact on the trade outlook of 
the centrally planned economies. East-west trade will be dealt 
with in greater detail in chapter 4 below. 


This review will be conducted in terms of volume changes 
wherever feasible, even though this involves a substantial 
amount of estimation in the case of data for the past year. In- 
formation on recent changes in trade value is shown for ref- 
erence purposes in a table placed at the end of the present sec- 
tion. 31! 


310 For reasons of data availability for the last year in particular and 
as concerns the estimation of volume and structural changes, the break- 
down of trade partners used in the text and tables of this section differs 
somewhat from that employed normally in UN statistics and especially 
in sections 4.2-4.4 below (see table 3.6.8, note a). Exceptionally, and 
following the practice of the national statistical sources of the 
European centrally planned economies, Yugoslavia is here included in 
the data on trade with the ‘‘socialist economies’’. Trade with the 
“market economies”’ refers to trade with all developed and developing 
countries not included in the ‘‘socialist’’ trade aggregate. 

311 Table 3.6.8 (see also appendix tables C.4 and C.5, which provide 
information on trade levels, 1970-1985, in a somewhat different break- 
down of trade partners). For the sake of comparability with other value 
data in this Survey and other international sources, those shown here 
generally reflect values measured in US dollars even for trade flows 
largely conducted in other currencies (e.g., шиа-СМЕА trade 
conducted in roubles, in particular). Consequently, value changes will 
differ—often substantially—from those shown in national sources. 
More significantly, owing to large differences between countries in 
exchange rate adjustments against the dollar and the rouble (and the 
resulting cross-rate variations), this procedure tends to reduce the 
cross-country comparability of value changes in rouble-area trade 
flows. 


A downturn in trade volume 


A notable feature of the foreign trade development in the 
European centrally planned economies in 1985 was the sharp 
deceleration in the pace of export volume growth in all 
countries of the group. In the case of the Soviet Union, as 
already noted, export volume actually contracted (table 3.6.1). 
Imports into the east European countries, as well as into the 
Soviet Union, continued to expand at a relatively high rate— 
well ahead of the growth of net material product in all countries 
but Czechoslovakia and the German Democratic Republic. In 
the face of the slowing of output growth in 1985, external 
supplies thus made a contribution to the maintenance of 
economic activity. 


The exceptionally severe winter, which caused disruptions in 
production and transport in the region, contributed signifi- 
cantly to the faltering of trade expansion. The first quarter of 
the year saw a steep decline in almost all trade flows by com- 
parison with the same period of 1984. This was particularly pro- 
nounced in Soviet exports, both to the centrally planned and to 
the market economies. Owing to their high raw material and 
fuel content and bulkiness, these exports are especially 
vulnerable to such disturbance. In the case of eastern Europe, 
export growth resumed in subsequent quarters, but not with 
sufficient strength—in particular as concerns exports to the 
market economies—to compensate for the first-quarter per- 
formance. Soviet exports, on the other hand, remained below 
the levels of the preceding year throughout the ensuing periods, 
which indicates that factors other than the winter disruptions 
were at work. Import flows were also depressed in the winter 
quarter, but rose rapidly through the rest of the year in eastern 
Europe. In the Soviet Union, their expansion seemed to have 
slowed again towards the end of the year after a spurt in the 
spring. 


Though export growth to both centrally planned and market 
economies declined, the change of pace was much sharper in 
trade with the developed and developing market economies. 
Soviet exports to centrally planned economies stagnated 
whereas those to the market economies fell by some 11 per cent 
in 1985; in the case of eastern Europe, exports to other socialist 
countries merely slowed, but those to the market economies 
barely rose above the level of the year before, after double-digit 
growth in the preceding two years (table 3.6.2). By contrast, 
imports from the market economies actually grew at higher 
rates in both eastern Europe and the Soviet Union—at some 8 
and 3 per cent respectively, which represents a slight accelera- 
tion in the former case and a substantial pick-up from stagnant 
imports in the latter. 


It is evident that the 1985 results constituted a major setback 
in the performance of the external sector of the Soviet Union. 
Exports turned down significantly in volume for the first time 
since at least 1950, largely owing to supply difficulties which 
centered on the raw materials and fuels that make up well over 
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Se ee een thet het lariat conan J drip 


TABLE 3.6.1 
pe Eastern Europe and the Soviet Union: volume of foreign trade, by country, 
у 1983-1985 
(Annual percentage change) 

Exports Imports 
1983 1984 1985 а 1983 1984 1985 а 
Bulgarian. oe ee ОИ BOI 4.4 11.6 4.0 5.2 5.6 6.5 
@zechoslovakia =e оао. эт 8.5 Des 2.0 4.8 3.0 
German Democratic Republic ...... 10.6 3.7 2.0 5.3 57 2.0 
Hungary seen А coe creek 9.4 5.8 1.0 3.9 0.1 2.0 
Poland те бес, 10.3 9.5 Neg) oy) 8.6 6.8 
ROMANIA ct Баз бо oon 0.9 15.0 2.0 —5.0 9.9 10.0 
ТН О давбюобовавово < 7.4 8.3 Dal 3.4 5.6 4.6 
ОЛЕНИ Аи, cescsccccc т 33 2% —4.0 4.0 4.4 5.0 
Eastern Еигоре and Soviet Union . Say 6.0 —0.5 Sei, 5.0 4.8 


a EE EE NI Eee БИ EE 


Source: Appendix table B.15. 
а Preliminary national data and ECE secretariat estimates. 


TABLE 3.6.2 


Eastern Europe and the Soviet Union: volume of foreign trade by direction, 1983-1985 


(Annual percentage change) 
Е АЕ Е oe es ee Ce АЬИЬиИИ 


Exports Imports 
1983 1984 1985 1983 1984 1985 

Eastern Europe, to or from: 

МОИ к ра 7 8 2) 3 6 4 
Socialist economies .......... 6 4 3 6 2 
Market economies........... 10 11 1 6 9 8 

Soviet Union, to ог from: 

МОЕ: ее. лее. еды 3 3 —4 4 4 5 
Socialist economies,.......,.... 1 4 1 3 8 7 
Market economies........... 7 — —11 5 _ 3 


Source and country groups: As for table 3.6.7. 


60 per cent of Soviet exports. 3!2 Fuels—notably oil and oil pro- 
ducts—provide their bulk, and the combination of a downturn 
in oil production and probably higher domestic consumption 
caused by the severe winter conditions undoubtedly explains the 
year’s export performance. But demand for oil and oil products 
in western markets—which take just under one half of Soviet 
fuel and energy exports (in rouble value terms)—was also weak 
and prices were on the decline. Nonetheless, the decline in the 
volume of fuel exports to these markets, accounting for the 
bulk of the volume decline in Soviet exports, was far larger than 
the contraction of the market. 313 


The steep fall in the volume of Soviet exports to the market 
economies affected trade with developed market economies and 
developing countries almost equally. Soviet imports from both 
groups rose, also moving at a rather similar pace. The changes 
in trade with the developed market economies will be reviewed 
in some detail below (section 4.2 on east-west trade). The causes 
of the substantial drop in Soviet exports to the developing 
countries are not clear at the moment, but may involve the de- 


312 Full 1985 trade results for the Soviet Union are not available yet. 
Over the first nine months, earnings from fuel exports fell by some 6 
per cent and accounted for 93 per cent of the decline in total earnings; 
minerals and metals exports also declined, by 17 per cent in value, ac- 
counting for 34 per cent of the overall drop in export value. Increased 
exports of machinery and chemicals provided a partial offset. 


313 In the first three quarters of 1985, oil and oil product imports of 
the OECD countries declined by some 4 per cent in volume, and those 
of the European OECD countries by some 2 per cent (IEA, Oil and Gas 
Statistics, 1985, No. 4). Western imports of Soviet oil and oil products 
in the same period were down some 20 per cent (section 4.2, below). 


cline in the import capacity of oil-exporting countries. 314 Soviet 
exports to these countries should be much less affected by de- 
velopments on the supply side—in Soviet materials produc- 
tion—than exports to the developed market economies since a 
much larger share of these flows consists of manufactured 
goods. 


In eastern Europe, all countries shared in the slowing of ex- 
port growth, but in import expansion there was more variety, 
probably reflecting differences in policy (table 3.6.1). The 
change of pace in exports was especially pronounced in Bul- 
garia, Czechoslovakia and Poland. Import growth remained 
high in Bulgaria, where it may have accelerated, in Poland, and 
possibly in Romania, whereas it slowed in Czechoslovakia and 
probably in the German Democratic Republic. 3!5 ш all 
countries but the German Democratic Republic, the volume of 
exports to centrally planned economies maintained a higher ex- 


314 Soviet trade returns for exports to developing countries specify 
only about 50-60 per cent of the aggregate flow by country of destina- 
tion. A fall of $1.5 billion in this unspecified residual accounts for most 
of the drop in Soviet exports ($1.7 billion) in the January-September 
1985 period, but oil countries account for about one half of the re- 
maining decline. 

315 The German Democratic Republic and Romania have so far 
made public only data on total exports and imports, expressed in na- 
tional currency. Since these countries do not publish within-year trade 
returns by origin and destination, statements on changes in the major 
trade flows reflect ECE secretariat estimates based on the available 
totals and partner data from the main CMEA and OECD trade 
partners. Only scattered data are available on trade with developing 
countries; hence this category is here treated as a residual. Accordingly, 
these estimates involve a considerable error margin. 


198 


pansion rate than exports to the market economies. The op- 
posite seems generally to be true on the import side, again with 
the exception of the German Democratic Republic. 


This difference between markets is mirrored in the behaviour 
of trade balances: in most countries, deficits in trade with the 
centrally planned economies—and in particular with the Soviet 
Union—diminished or surpluses increased. Only in the case of 
Poland was there an increase in the important deficit with the 
Soviet Union, and in the German Democratic Republic the 
surplus with the Soviet Union appears to have narrowed sub- 
stantially. In most countries surpluses with the market 
economies narrowed or deficits increased (with Hungary swing- 
ing from surplus into deficit). Only in Poland did both balances 
move in the same direction. This could suggest that in 1985 in- 
tra-CMEA adjustment came seriously to the fore in trade policy 
decisions, following the external adjustment in the relationship 
with the market economies which had dominated trade de- 
velopment in 1982-1984. This might have been facilitated to 
some extent by a shifting of balances between the two trading 
areas (at least in the case of Bulgaria and Hungary, where a de- 
ficit in trade with the market economies re-emerged). However, 
given the disturbances which affected trade flows in 1985, it is 
at least possible that this was not entirely by design. 


Disturbances from outside the economic sphere have played 
a significant role in the 1985 trade development of several east 
European economies, affecting both the supply of exportables 
and the demand for imports. The impact of the severe winter 
has already been mentioned: it simultaneously raised domestic 
fuel and energy requirements and reduced supplies from the So- 
viet Union, thus necessitating additional imports, usually from 
the convertible currency area. A prolonged drought further re- 
duced energy (hydro-electricity) supplies in some countries, as 
well as affecting the harvest and thus trade in agricultural 
goods. 


Other disturbances were also beyond policy control by the 
east European countries, such as the deterioration in the import 
capacity of certain trade partners, especially among the fuel ex- 
porting developing economies. But apart from these factors, a 
low success rate in the implementation of domestic policies 
aimed at raising the export orientation of production activities 
played a role in most countries. 316 


Trade development in Bulgaria and Hungary (and probably 
also in Romania) were particularly affected by both the energy 
squeeze stemming from the winter and/or the drought and by 
the harvest outcome. In Bulgaria, a substantial rise in imports 
of fuels and agricultural products accounted for the bulk of the 
22 per cent increase in the dollar value of imports from the non- 
CMEA economies, and a fall in the export of these product 


316 The failure to increase the responsiveness of enterprises to stimuli 
from external markets has recently been much noted in economic dis- 
cussions as well as in policy statements in the east European countries. 
Thus, in Czechoslovakia, Prime Minister Strougal, in his presentation 
of the draft five-year plan, expressed dissatisfaction with the effective- 
ness of export activity and called for changes in the economic 
mechanism as preconditions for an improvement (Rudé prdvo, 30 
November 1985). In Hungary, Professor J. Bognar, as chairman of a 
parliamentary commission on planning and budget issues, in a similar 
manner put stress on a malfunctioning of economic regulators (Népsza- 
badsag, 21 December 1985). A passage from the Hungarian five-year 
plan relating to the same issue has been quoted earlier (section 3.1). In 
Poland, the head of the Planning Commission, M. Gorywoda, an- 
nounced a number of new incentive schemes ‘‘to raise the interest of 
enterprises in the development of exports and improving its effective- 
ness”’ (Rzeczpospolita, 22 December 1985); as noted below, the falter- 
ing of convertible-currency exports in that country in 1985 was ascribed 
to the feeble impact of existing instruments (Zycie gospodarcze, 16 
February 1986). 
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groups was responsible for the 2 per cent decline in the value of 
Bulgarian exports to these countries in the first three quarters 
of 1985. 3!7 In Hungary, a fall in (the relatively unimportant) 
energy exports accounted for over 60 per cent of the downturn 
in the dollar value of exports in convertible currency trade, and 
a drop in agricultural exports for another 35 per cent (with a 
partial offset in machinery exports). 318 In both countries, these 
trade flows turned into deficit in 1985. In Poland, a substantial 
drop in fuel exports also played a role in the 4 per cent decline 
of exports to the market economies, but declining sales of engi- 
neering products contributed more strongly to the outcome; 
apart from recessionary tendencies and protection in foreign 
markets, this is mainly attributed to the weak impact of export 
incentives. 319 


Generally neutral price changes 


Price movements in the external trade of the centrally 
planned economies varied between markets. For the east 
European countries, the overall terms of trade effect appears to 
have been approximately neutral in 1985, in contrast to the pre- 
ceding years in which these economies experienced significant 
terms of trade losses. The Soviet Union probably still had a 
small terms of trade gain. 


Overall price movements in the trade of these countries re- 
flect an average of movements in current world market prices 
and of changes in intra-CMEA prices which adjust with a lag to 
the former. In recent years, the CMEA formula of absorbing 
past world market price changes in the form of a five-year mov- 
ing average has led to price movements which went in opposite 
directions in the two markets: while world market prices in dol- 
lar terms have been falling, those in the CMEA market con- 
tinued to rise, albeit at a slowing pace. In particular, in 1985 
fuel prices were still advancing somewhat faster than prices of 
other goods. This resulted in a small terms of trade gain for the 
Soviet Union and a corresponding loss for the east European 
countries (table 3.6.3). In trade with the market economies, im- 
port prices for the centrally planned economies appear to have 
fallen somewhat faster than export prices, yielding small terms 
of trade gains on this part of their trade. This appears to be true 
even for the Soviet Union, where the modest year-over-year 
slide in oil prices was more than offset by price developments in 
the country’s imports from world markets. 32° 


317 Data refer to the commodity structure of Bulgarian foreign trade 


in a breakdown by CMEA and non-CMEA partners in the first three 
quarters (KSI, Statisticheski izvestiia, 1985, No. 3). The large changes 
mentioned are in the ‘‘fuels, minerals and metals’ grouping, but can be 
assumed to be related mainly to changes in fuels trade. Similar propor- 
tions are likely to hold for the year as a whole: Bulgarian imports from 
seven OPEC countries rose by 48 per cent in 1985, accounting for over 
80 per cent of the rise in imports from the developing economies (KSI, 
Iznos i vnos, 1985, Мо. 4). 

318 КУН, Statisztikai havi kézlemények, 1986, No. 1. In the early 
part of the year, Hungary had to import fuels on an emergency basis 
for convertible currencies to get through the winter, but for the year as 
a whole fuel imports in both the rouble and the convertible currency 
trade declined in volume. A 70 per cent drop in the value of imports 
from six OPEC countries points to much reduced oil imports (and re- 
exports) as the development underlying the observations made in the 
text. 

319 Zycie gospodarcze, 16 February 1986. Sales of machinery and 
equipment to the convertible currency market are often considered too 
difficult by enterprises, given the easier rewards obtainable in domestic 
sales and exports to the rouble market. A 13 per cent increase in the 
value of machinery and equipment sales on the rouble market in fact 
accounts for the largest part of the increment in Polish exports in this 
direction. 


ay The weakness of international foodstuff — especially grain — 
prices is reflected in this result. 
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TABLE 3.6.3 


Eastern Europe and the Soviet Union: unit values and terms of trade 
(Annual percentage change) 


a Е ОИ ВИЙ 


в А. 


Rouble trade а 


Convertible currency trade» 


Eastern Europe 


Export unit values........ 6 5 
Import unit values........ 11 8 
ев а —4 —3 


Soviet Union 


Export unit values........ 12 10 
Import unit values........ 8 6 
denmsiof trades и 4 3) 


Source: table 3.6.7. 
а Unit value change measured in rouble terms. 


> Unit value change measured in US dollar terms. 


Narrowing trade surpluses 


The changes in trade flows described above resulted in a sig- 
nificant decline in the aggregate trade surplus of the centrally 
planned economies, from $18 billion in 1984 to some $9 billion 
in 1985. The change was mainly due to the experience of the 
Soviet Union, whose external surplus declined from $11 billion 
to $4 billion (table 3.6.4; see also table 3.6.8 for country data). 


In eastern Europe, all countries but Bulgaria and Czecho- 
slovakia remained in overall surplus, but except for the German 
Democratic Republic all experienced a narrowing of the 
surplus. The combined trade balance of the eastern European 
countries with the market economies remained in surplus, 
though at $5 billion some $2 billion smaller than in 1984. Bul- 
garia and Hungary again swung into deficit in this relationship. 
Eastern Europe’s trade balance with the Soviet Union may have 
swung into a small surplus in 1985—a 0.7 billion rouble turn- 
round from the 1984 position, owing mainly to surplus pos- 
itions of Hungary, Romania, and possibly the German Dem- 
ocratic Republic. 32! 


321 Soviet data, which in the past have always indicated a con- 


1984 1985 1982 1983 1984 1985 


4 3 о -6 -3 
4 ig pe yey 

=1 =f ыы i = | 
7 4 6 №5 26 -4 
5 3 _8 -5 к А 
2 1 2) 1 2 1 


Shifts т intra-CMEA trade 


As noted at the beginning of this section, volume data 
employed in the present review refer to the aggregate of 
“‘socialist’’ trade partners used in national statistics, which 
includes the Asian centrally planned economies, Cuba and 
Yugoslavia in addition to the European CMEA countries. 
Especially in the case of the Soviet Union, this aggregate 
reflects the very rapid recent expansion in trade with China, 
as well as changes in the important exchanges with Cuba and 
Yugoslavia. To focus on the more narrowly intra-area ex- 
changes, data on changes in the first three quarters of 1985 
in the value of trade of the European centrally planned 
economies with each other and the remaining socialist 
countries are shown in table 3.6.5. Value is here measured in 
rouble terms, in order to eliminate the impact of the fluctua- 
tions of national exchange rates against the dollar which to 
some extent distort the picture conveyed by the data on intra- 
area trade in table 3.6.8. 


siderably larger Soviet surplus than the partner data, still show an east 
European deficit, albeit one that has been approximately halved from 
last year (to some 1 billion roubles). 


TABLE 3.6.4 


Eastern Europe and the Soviet Union: trade balances, 1981-1985 
(Billions of US dollars) 


ee 


Jan.-Sept. 
1981 1982 1983 1984 1984 1985 1985 а 

Eastern Europe with: 

Wind * guste оО —2.7 4.4 6.0 6.9 4.9 4.2 5.1 
Socialist countries..... —3.1 — 0.8 — 0.2 —0.1 - 0.5 0.1 
Developed market 

ECONOMIES... sass —2.9 Iba) 3). 4.0 2.9 2.1 2.6 
Developing countries . . 3.4 3:9 3.0 229 2.0 1.6 2-5 

Soviet Union with: 

Мороза оао р eaten 6.2 9.3 Tez 11.1 7.8 0.6 4.0 
Socialist countries..... 6.2 4.6 5.4 4.8 3.4 Tee RS} 
Developed market 

ECONOMICS 2 ee eri —1.2 —0.1 ies) pee) 22 — 1.2 0.8 
Developing countries .. 1.2 4.8 4.5 4.2 2.2 0.7 2.4 


О_о ььхьь»”»‚—_—цццццдцдцкцвыы 
Source and country groups: As for table 3.6.8. 


а Preliminary estimates. 
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TABLE 3.6.5 


Eastern Europe and the Soviet Union: value growth of trade with 
socialist countries, in rouble terms 
(Annual percentage change) 


ee К  —д 


Eastern Europe 


Exports 


Destination or origin 1984 1985 


Soviet Union 


_ ии АА 


Imports Exports Imports 


1984 1985 1984 1985 1984 1985 


See ee ee = 


Socialist countries....... 11.6 7.4 
Eastern Europe....... 9.6 6.3 
SOMME WOM o connccse ИИ 7.4 
ОЕ 22.6 LF 


11.0 5 11.6 4.4 13.4 10.9 
9:5 6.5 11.1 3.3 
eS 4.3 BP г. = т 
7 ВЫ 13.4 8.2 255 26.6 


10.7 6.7 


Source: Аз for table 3.6.8. Growth rates for 1985 refer to January-September, relative to the same period of 1984. 


It is evident from these data that the general slowing of 
trade growth in 1985 has not left the intra-area exchanges 
untouched, though the main impact was on the volume of 
east European imports from the Soviet Union. However, it 
should be noted that price changes in intra-CMEA trade 
have also slowed between 1984 and 1985. As concerns the 
exchanges among the east European countries, rouble prices 
probably rose at some 4 per cent in 1984 and some 2-3 per 
cent in 1985; on this basis the volume of trade among the 
six countries may still have expanded at some 3-4 per cent in 
1985, as against growth of about 5 per cent in the preceding 
year. In trade between the east European countries and the 
Soviet Union, east European import prices probably ad- 
vanced at some 3-4 per cent, as against some 7 per cent in 
1984; this reflects the near-completion of the absorption of 
the 1980 oil price shock into the CMEA foreign trade price 
system. On this basis it can be estimated that after a signifi- 
cant increase in 1984, the volume of east European imports 
from the Soviet Union stagnated or declined slightly in 1985; 
east European exports to the Soviet Union on the other 
hand probably rose some 3-4 per cent in volume. 


(ii) Short-term outlook 


Trade policies and plans for 1986 


Improvements in the external balance remain on the 
agenda in several of the east European countries, especially 
after the experience of 1985 which included significant short- 
falls from current-account surplus targets in some cases. This 
applies notably to Hungary and Poland, especially the latter 
which ran into difficulties meeting debt service schedules in 
1985. Targets for the relative growth of exports and imports 
(table 3.6.6) reflect this endeavour. In both countries import 
expansion is to remain below output growth, as appears also 
to be the case in Czechoslovakia. 


Export targets or trade turnover targets in the countries 
using this formulation appear to reflect the expectation of 
only very modest trade acceleration or a further slowing in 
the coming year. It should be noted, however, that this inter- 
pretation puts rather more weight on a comparison of these 
numbers than it deserves. The trade assumptions built into 
the annual plans of the centrally planned economies are gen- 
erally not discussed in detail, and the relevant indicators are 
difficult to interpret. In particular the targets for ‘‘turnover’’ 
(exports plus imports), which may be in value or volume 


terms, frequently do not even permit an inference about the 
expected direction of change. 


Oil market collapse 1986: a new environment 


The fall in the world market oil price at the beginning of 
1986 is of large potential significance for the foreign trade 
of the European centrally planned economies. In the case of 
the Soviet Union, as a net fuel exporter on a large scale, the 
impact is likely to be mainly detrimental, whereas for the 
east European countries the balance of effects, especially in 
the longer run, may be more beneficial. 


It is too early to attempt a quantification of the impact of 
these events, which in any case have not played themselves | 
out yet. But it may be useful to indicate the dimension of 
change which would result if the market situation stabilized 
for the remainder of the year at the point reached in mid- 
February, with a 30-40 per cent drop in the spot market 
price of oil applicable to the bulk of transactions. 


On the assumption of an unchanged export basket, this 
would for the Soviet Union mean a proportional export re- 
venue loss on the crude oil and products sold at world mar- 
ket conditions. In 1984, this component of Soviet exports 
provided over one fifth of total Soviet export revenues, 
about 48 per cent of its income from the market economies, 
and well over 60 per cent of the export revenue from the de- 
veloped market economies (where most of this oil is actually 
sold). 322 On the reduced 1985 oil sales of some $12 billion, 
the price effect would come to some $4-$5 billion, or about 
17-22 per cent of Soviet export income from the developed 
market economies. Downward pressure on natural gas 
prices, which are likely to ensue, would add to this loss. 


If world market prices stabilized at the new levels, intra- 
CMEA prices for Soviet energy exports would also be af- 
fected, though under the five-year moving average formula 
used in CMEA price formation the impact would be spread 
out Over a number of years. 
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Total fuel and energy sales accounted for 54 per cent of 
Soviet export revenues in 1984, with shares of 51 per cent in sales 
to socialist countries, at least 79 per cent in sales to developed mar- 
ket economies and over 13 per cent in sales to developing countries 
(groupings as defined for this section). Oil and oil products ac- 
counted for the bulk of this, as noted in the text, most of the re- 
mainder being taken up by natural gas. Similar figures for 1985 are 
likely to be somewhat lower. 
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TABLE 3.6.6 


Eastern Europe and the Soviet Union: foreign trade, 
planned and actual, 1985-1986 
(Annual percentage change) 


—— 


Plan 1985 

Turn- Ex- Im- 

over ports ports 
Выбамаю оно 4.5 as 
Соесвооуаюма. 1%. ey eat 5.7% 
German Dem. Вер. ..... 8.0 sf ; 
FAUN Salta cae te cies Stes 5-6 2-3 
оао зоол ates 7 7-8 
вова... 15.0 
ое... 


3 = ИБ 


Actual 1985 
Value Volume Plan 1986 
Ex- ]т- Ех- Im- Turn- Ex- Im- 
ports ports ports ports over ports ports 
5.8 9.0 4.0 6.5 5.0 Pan ae 
4.9 5.8 7455) 3.0 ste ae" Bi 
3.4%) 63.6% 2.0) 2.0 5.0 .3 У. 
2.6 So) 1.0 2.0 3-4 1-2 
26.5 31.4 Nad 6.8 es 4-5 2-3 
—7.7 2.0 10.0 12-15 
—4.4* 16:9*_—6.0 6.0 4.9 


Source: Plan targets from national plan documents, explanatory speeches and other official announcements; 1985 volumes as for table 


3.6.7, values as for table 3.6.8. 


Note: Value changes are measured in terms of national currencies. 


The countries of eastern Europe would in the first round also 
find their energy export revenues reduced by the price fall. As 
noted below (section 4.2), fuel exports—including petroleum 
and products based on the processing of imported crude—con- 
stitute a relatively significant component of exports to the de- 
veloped market economies. But, this share is much smaller than 
in the case of the Soviet Union, and to the extent that it is based 
on imports from the world market, purchase prices would also 
decline. The east European countries would, on the other hand, 


stand to gain relatively more than the Soviet Union from the 
expected upturn in economic activity, and therefore external 
demand, in the developed market economies—especially in 
western Europe. In the longer run, the oil price drop should 
thus benefit these countries if their terms of trade in the CMEA 
market improved. 


Some implications of these recent developments are con- 
sidered in greater detail below in section 4.4. 
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TABLE 3.6.7 


Eastern Europe and the Soviet Union: change in foreign trade value, volume, 
unit values and terms of trade, by major partner region, 1982-1985 
(Annual percentage change) 


a 
Exports Imports 


1982 1983 1984 1985 1982 1983 1984 1985 
Se Se SSS SE eS 


Eastern Europe . 


Total trade 
Ма ео 4.0 5.0 37 het: —4.1 3.1 Deal 3.5 
Утес В. ВЕ. . 6 5 8 2 —5 3 6 4 
НЕ 2. somes —2 7 —4 —1 _ — —3 —1 
Terms Oftrade. .....2.0.. —2 —2 —2 = 
of which: 
Trade with socialist 
countries 
Маме 1253 183 11.6 6.9 7.8 10.4 11.0 6.2 
Volumeeicmeerao etn 6 6 8 4 —3 3 6 2 
UnitvaluesDies- sree 6 5 4 3 11 8 5 4 
Mermsiofitrademenar eee —4 —3 —1 —1 


Trade with developed and 
developing market 


economies 

Маше at aaa tieeiee — 0.5 1.9 4.5 —2.8 —16.2 — 1.7 2.6 4.0 
Моше ое 6 10 11 1 — 13 6 7, 8 
Wnitvaluesitieer meee —6 —7 -—6 —3 —4 —8 —4 —4 
Пен овачел ee —2 1 —2 1 


Soviet Union 


Wale neste ria eta wien 9.6 Sel —0.2 —5.1 6.2 Ве — 0.1 3.0 
Моше ре 5 3 3 —4 7 4 4 5 
ЗЕ с одоюоововое 5 2 3} 1 1 1 4 —2 
MermSOftrades mene 4 2 р 1 
of which: 
Trade with socialist 
countries 
Мате Omer mcm ra ae 9.4 10.5 11.6 5.2. 1522 9.3 13.4 10.4 
МКИ навоза евьсос -3 1 4 1 7 3 8 7 
МУ уа те eer 12 10 7 4 8 6 5 3 
Mermsotrademesasse a 4 3 2 1 
Trade with developed and 
developing market 
economies 
Уаз acecctontreme 10.9 1.6 —2.6 —15.0 2.1 ill 4.6 3.4 
Мое 18 il - -Ш 6 5 — 3 
аа и 6 5 3 4 8 5) 5 5 
Termsoftrade’......... 2 1 2 1 


Source: As Гог table 3.6.8. 


Note: Value and unit value changes for total trade and for trade with the market economies are expressed in terms of US dollars, 
whereas value and unit value changes in trade with socialist countries reflect value measures in transferable roubles. All илй value and 
terms-of-trade indices were derived from the value and volume figures. Apparent inconsistencies between the four indicators for any 
given year reflect separate rounding after calculation from unrounded numbers. All figures for 1985 are ECE secretariat estimates. 


Eastern Europe: Volume indices for total trade from national statistical sources have been aggregated with weights reflecting the in- 
dividual countries’ shares in the total trade of the region in 1975, measured in US dollars. Volume indices for trade with socialist coun- 
tries and with market economies were obtained by deflating national data (supplemented by secretariat estimates) on the value of trade 
in the two markets in five major commodity groups by means of Hungarian, Polish and UN price indices. This exercise was conducted 
in terms of transferable roubles for trade with socialist countries and in US dollars for trade with market economies; deflated commod- 
ity group data were aggregated for each country and for eastern Europe in terms of their value in 1975 transferable roubles or US dol- 
lars respectively. 

Soviet Union: Volume indices of total trade, trade with socialist countries and trade with market economies for 1981 from USSR 
Ministry of Foreign Trade, Vneshnyaya torgovlya SSSR 1922-198], Moscow, 1982. Separate indices for developed and developing mar- 
ket economies have been aggregated in terms of the value of these flows at 1975 US dollars in order to obtain the index for all market 
economies. Volume indices for 1982-1984 are secretariat estimates obtained on the procedure outlined above. 

а In terms of US dollars 


Ь In terms of transferable roubles. 
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TABLE 3.6.8 


Eastern Europe and the Soviet Union: changes in foreign 
trade value and trade balances by partner region, 1983-1985 
(Growth rates in percentages; trade balances in billion US dollars) 


a mee ey et EE EE ae eee 


Growth rates 


ee ee ees ein Ait Siac reinginr, sensce 41 ate; 
Trade balance, 


Exports Imports in billion US dollars 


Country and trade partner group а 1983 1984 1985» 1983 1984 1985» 1983 1984 


1985 © 
BRBIRSh—asewied occas) testes! seve ee ds КИМ nT 10 ИРИ ors to Пра Нее visvitelsy gts door Баев 
Bulgaria 
World чае: 6.1 6.0 35 6.5 3.5 6.7 — 0.2 0.1 — 0.3 
Socialist countries ............ 13.5 4.7 5:3 10.0 3.6 2.9 015 (Ord 22 
Developed market economies... . 55758) = 29 — 10.8 2.4 17,3 — 0.4 — 0.6 =O 
Developing countries.......... — 19.1 24.7 —2.0 8.6 Sys} 31.1 0.8 2 0.9 
Czechoslovakia 
World: ват 15 gered 5.5 4.3 1.6 5:9 4.6 PES 0.1 0.1 —0.1 
SOcialis&COUnLTIES A oe5 asec 6.6 6.2 2.9 9.4 6.5 2.7 —0.6 —0.7 —0.7 
Developed market economies... —2.6 2.9 —1.5* — 6.5 —5.4 4.0* _ 0.2 OF 
Developing countries.......... 12.9 —9.6 — 4.6* —1.3 9.8 —6.2* 0.8 0.6 0.6* 
German Democratic Republic 
ее osc ce oe 9.4 4.4 0.7 6.6 6.6 1.1 2.3 1.9 1.8 
SOCIAMSECOUDUIES, aw. aetna 10.0 537 = 1.0* 3.4 6.8 3.6* 0.9 0.8 Onis 
Developed market economies. . . 12.8 Sail 4.6* 12.9 7.0 —6.7* 0.9 0.8 1.6* 
Developing countries.......... — 8.7 — 12.9 —2.0* 16.5 1.0 8.6* 0.4 0.2 Е: 
Hungary 
о ое —1.0 —1.7 — 1.7 —3.5 —5.0 0.7 0.2 0.5 0.3 
Socialistcountries 3..0: :. —5.8 —2.6 7.0 —4.8 —4.0 8.2 0.3 0.3 0.5 
Developed market economies... 8.8 — 14.7 = 13.7 —8.6 —4.1 11.4 —0.1 0.2 —0.6 
Developing countries.......... —2.3 —2.8 —6.0 20.0 —11.1 — 40.4 — = 0.4 
Poland 
Gel РУ Е Hee De Cy reer ee onan 3.2 1.6 —2.3 3.4 0.5 1.4 1.0 Leal 0.7 
SOGIAISE сои ео. Seo —1.4 0.9 4.8 — 1.3 —2.0 — 0.5 — 0.5 — 0.3 
Developed market есопопиез ... 2.5 8.2 —2.2 —3.7 2.9 10.6 0.7 0.9 0.5 
Developing countries.......... —3.8 —2.5 — 16.5 26.6 6.7 —5.8 0.7 0.6 0.5 
Romania 
IWORIGR tects Oetena te bree. nar) custo: 0.4 515 4.6 —8.2 —1.1 14.6 DS Se 2.6 
Socialisircountriespty ть: ste. 1.4 —5.2 20.6* 55) — 10.5 2032 0.2 0.4 (Sse 
Developed market economies... . 7.8 13:5 EO = 30:3 14.0 = hese 2.2 2.5 DOs 
Developing countries.......... —9.3 len 8.0* —10.9 912 16.1* 0.1 0.3 On 
Eastern Europe 
О роще 5.0 Shell ileal 3.1 2.8 95 6.0 6.9 Sel 
Socialisteountnies:-— 20 .aus +3 6.9 Sip? 3.5 5.6 2.9 3.6 —0.2 —0.1 — 0.1 
of this: Eastern Europe ........ Sai 0.3 8:0 58) 1-5 6.7 0.3 0.1 — 0.6 
Soviet Umion Порою соо 9.1 4.0 3.8 6.0 35) 5 — 0.7 — 0.6 0.2 
Developed market economies ... 6.4 5.9 — 3:5 = Pa 3-2 ВЯ 4.0 2.6 
Developing countries.......... — 6.7 5 1.0 9:5 Dep) 3.8 3.0 JESS) 2.5 
Soviet Union 
Мана Sol —0.2 —5.1 3.3 — 0.1 3.0 Nal? iat 4.0 
SOotalist| COUMULIESI a arts Ее - 8.0 7 DBA 6.9 3.3 7.6 5.4 4.8 DS 
Developed market economies. . . HES: —1.1 — 15.2 —3.1 —4.8 —4.1 1.3 Dee —0.8 
Developing countries.......... Tal —5.4 — 14.4 4.6 _ 4.4 - 1.4 4.5 4.2 2.4 


me ОЕ ииинооиинии 


Source: Secretariat of the United Nations Economic Commission for Europe, based on national foreign trade statistics. Figures for 1985 are in some cases ECE secretariat estimates based on 
national trade data for the first 9-11 months, supplemented by trade partner statistics and trend analysis; these may be subject to substantial error margins and should therefore be considered first 


approximations only. 


Note: Growth rates and trade balances are based on trade values in terms of US dollars; growth rates may therefore differ from those shown in national statistics. National trade data are 


converted to dollars at the conversion coefficients used for statistical purposes. In most—but not all—cases these are time-weighted averages of the official ‘‘basic’’ exchange rate against the dollar, 
as announced by national banks or other authorities. 

a The partner country grouping follows the practice of the national statistical sources, which differs from the breakdown usually employed in United Nations BuUpieauons Thus, Eee 
countries’ includes Yugoslavia and Cuba, in addition to the east European countries, the Soviet Union and the Asian centrally planned economies. ‘‘Eastern Europe’’ refers to the six east 
European country members of the CMEA shown separately in the table. 


b Preliminary. 


3.7 CHANGES IN THE EXTERNAL AND DOMESTIC USE OF OUTPUT GROWTH IN 1970-1984 


In this note, an attempt is made to assess quantitatively the 
absorption of output growth by the main demand components 
in eastern Europe and the Soviet Union in 1970-1984. External 
demand took up a relatively small part of the growth of net ma- 
terial product (NMP) produced in the Soviet Union, but ab- 
sorbed a growing share of increases in domestic output in the 
east European countries. The volume and pace of domestic de- 
mand had to adjust to changes in domestic output and net ex- 
port growth. Thus, in the first half of the 1970s, increases in 
NMP produced were wholly absorbed by domestic demand, but 
in 1981-1984 the share of domestic uses in total output growth 
declined sharply in the majority of countries. In Czecho- 
slovakia, the German Democratic Republic, Hungary and 
Romania, the overwhelming share of domestic production 
increments was transferred abroad in 1981-1984 in order to 
generate foreign trade surpluses. Consumption growth was, 
however, a basic economic policy objective even under condi- 
tions of slower economic growth and a substantially worsening 
external environment. Most of the adjustment process was 
focused on accumulation. Subsection (i) discusses the relation- 
ship between demand changes as a whole and output growth. 
Subsection (ii) examines the absorption of output growth by 
domestic demand, and subsection (ili) analyses the share of 
changes in net trade in the growth of NMP. 


(i) Demand changes and output growth 


Changes in the pace of economic growth in the centrally 
planned economies are often explained by factors arising both 
from the supply and the demand side. 323 However, due to the 
primary role of supply factors (the centrally planned economies 
are thus seen as mainly supply-side managed economies), 
output growth is usually analysed in terms of production inputs 
and efficiency in their use. The influence of demand factors is 
considered secondary. Nevertheless, the pace and pattern of 
economic growth, especially in the short run, depend not only 
on the volume and efficiency of resource use but also on the 
evolution of external demand and of the main domestic demand 
components. While the former demand constitutes an ех- 
ogenous and direct factor of economic growth, the importance 
of which in present conditions can hardly be denied, it is also re- 
levant to interpret the role of total domestic demand, and 
within it of consumption and accumulation. 


In centrally planned economies, the balance between supply 
and demand is achieved through the planning process. The 
primary role is attributed to possibilities for expanding 
domestic output or imports. Total demand growth thus de- 
pends on factors influencing the supply situation. At the macro- 
economic level, changes in domestic demand (consumption and 
accumulation) are planned in close correspondence with 
supplies, the plan playing the determining role in allocating 
resources tO consumption or accumulation. In the market 
economies, on the other hand, the impulse for economic 
growth arises mainly from demand changes. This difference 


323 See, for example, United Nations Economic Commission for 
Europe, Economic Survey of Europe in 1984-1985, New York, 1985, 
0. 9 


may explain why the interaction of demand and output growth 
is often neglected in macro-economic analyses in the centrally 
planned economies. 


There are, however, important feedbacks between demand 
and domestic output growth in the centrally planned 
economies, and policies with regard to final demand can have 
important repercussions on output growth. Relationships be- 
tween final demand and output changes are well known from 
input-output analysis. Greater attention to consumers’ require- 
ments (including the growing role of social consumption 
funds), restrictive policies influencing investment growth in re- 
cent years and also the growing importance of foreign trade in 
most of the centrally planned economies bear witness to the in- 
creasing role of demand in shaping the pace and structure of 
output growth. A number of measures adopted in recent years 
to enhance the role of wages, incentives, prices, credits and 
profits also point to the greater attention now given to demand 
management. 


A comprehensive assessment of the external and domestic use 
of output growth in the centrally planned economies faces 
several methodological and data problems. Firstly, the meas- 
urement of the contribution of external demand to the change 
in NMP produced is hindered by the lack of statistical data on 
imports and exports in constant prices and in a classification 
consistent with the NMP concept. Secondly, neither the 
statistical coverage nor the pricing of final demand components 
is uniform for all countries in question. The findings given 
below should therefore be interpreted with caution. No attempt 
is made to investigate the mechanism of the supply-demand 
relationship as such, or to analyse the causes of demand 
changes. The term ‘‘contribution’’ used in this section is thus to 
be interpreted rather in terms of the ‘‘absorption”’ of increases 
in NMP produced by different demand components. The over- 
all changes in domestic and external use of the growth in NMP 
produced during 1971-1984 are summarized in chart 3.7.1. 


(ii) Domestic demand (consumption and accumulation) 


The percentage point contribution of total domestic demand 
(net output used for domestic consumption and accumulation, 
hereafter also referred to as domestic utilization or NMP used) 
to the growth of NMP produced is first calculated by weighting 
the growth rates of NMP used according to its base year share 
in NMP produced. The results are then expressed as percentage 
shares of the growth rates of NMP produced. A similar proce- 
dure is followed in calculating the contribution of consumption 
and accumulation individually to the growth of NMP 
produced. Statistical data on demand changes are in constant 
prices (for different countries different base years are used)— 
except for the Soviet Union where, up to 1980, statistical data 
on demand changes in individual years were only available in 
current prices. The results are shown in table 3.7.1. 


In the first half of the 1970s, increases in domestic produc- 
tion (NMP produced) were wholly absorbed by domestic 
utilization. In this period, movements in net trade played an 
insignificant role in absorbing changes in NMP produced, most 
of which was absorbed domestically. In Bulgaria, Czecho- 
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а Changes in the domestic and external use of output growth 
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Source: ECE secretariat estimates based on national statistics, 
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TABLE 3.7.1 


Domestic use of output growth 
(Percentage shares of domestic demand changes in growth of NMP produced) * 


Czecho- 


Bulgaria slovakia 


German 
Dem. Rep. © 


Hungary Poland Romania 


Е: 


1971-1975 
Total domestic 

demand treo saree. 101.9 108.7 
Consumption™ 22ecr: a 56.6 73.1 
Accumulation а. 45.3 35.6 
1976-1980 
Total domestic 

demand st Gite ee 44.5 63.0 
Gonsumpriontee eee 40.0 52.5) 
АссшишШацор ео. 4.5 10.5 
1981-1984 
Total domestic 

demand gran arc 77.6 —53.7 
Сошо eae 55.0 86.8 
ACCUMULA ON еее. 22.6  —140.5 


88.4 100.6 119.3 105.6 
7555 67.2 60.3 88.7 
12.8 33.4 59.0 16.9 
с 

87.9 64.2 — 16.4 95.6 pay) 
73.4 86.6 240.9 63.5 80.0 
14.5 —22.4 —257.3 32.1 12.1 
4.1 — 49.0 =e 86.9 
38.6 60.7 32.4 62.6 
—34.5  —109-7 Sees) 24.3 


Source: ECE secretariat estimates based on national statistics and IMF statistics (for Romania). 


а In volume terms. 


b For the German Democratic Republic no data on domestic demand in absolute terms is available. The contribution of total domestic 
demand to the growth of NMP produced was obtained from unweighted growth rates of NMP used. Because the weights of NMP used in 
NMP produced are very high (they are close to | in other countries), the above simplification gives acceptable results. 


с Based on current prices. 


slovakia, Hungary, Poland and the Soviet Union, NMP used 
grew faster than NMP produced, which means that import 
growth surpassed that of exports. Thus external resources were 
drawn in to satisfy domestic demand, which resulted in trade 
deficits. Such developments are shown in the table by entries 
for total domestic demand exceeding 100 per cent. In the case 
of Poland, the domestic absorption of external resources was 
substantial. In the German Democratic Republic, the domestic 
use of output was close to 90 per cent of the growth of NMP 
produced. 


Within NMP used, the major part of increases in 1971-1975 
was absorbed by consumption in all countries of the region. 
This contrasts with Poland, where the contribution of accumu- 
lation—which grew at an average rate of 18 per cent annual- 
ly—to the growth of NMP produced reached almost 60 per 
cent. In other countries, fast accumulation growth in the first 
half of the 1970s also exceeded consumption growth (the only 
exceptions were the German Democratic Republic and the 
Soviet Union). However, accumulation absorbed a smaller 
share of output growth than consumption because of its lower 
weight in NMP produced. 


In the second half of the 1970s, the need to improve trade 
balances required NMP used to grow more slowly than NMP 
produced in most countries of the region. This is shown by the 
falling share of domestic demand in increases of NMP 
produced in Bulgaria, Czechoslovakia, Hungary, Poland and 
the Soviet Union. In the German Democratic Republic, changes 
in the share of domestic demand in output growth were insig- 
nificant between 1971-1975 and 1976-1980. In Romania, the 
process of generating growing trade surpluses began later than 
in the other countries and total domestic demand still accounted 
for 96 per cent of the rise in NMP produced growth in 1976- 
1980. 


Within domestic demand, consumption growth continued to 
absorb a predominant share of domestic demand in the second 
half of the 1970s. This resulted from high rates of growth of 
both personal and social consumption relative to accumulation. 
The latter’s share in the growth of NMP produced fell to less 


than 15 per cent in Bulgaria, Czechoslovakia, the German 
Democratic Republic and the Soviet Union. Poland recorded 
an absolute decline in NMP used as early as 1976-1980. Thus 
the share of NMP produced absorbed by total domestic de- 
mand is negative in the table. Hungary and Poland both re- 
corded absolute declines in the level of accumulation during 
that period (in Poland by 12 per cent annually) and these shares 
were thus also negative. 


The factors underlying the above changes were: export- 
oriented policies, accompanied by restrictions on investment 
and the maintance of consumption growth. Investment growth 
began to decelerate sharply at the end of the 1970s. 


The process of adjustment to worsening economic conditions 
in 1981-1984 was reflected in slower economic growth in almost 
all the countries concerned. Growing and substantial trade 
surpluses were necessary, particularly in the east European 
countries, to compensate for deteriorating terms of trade and to 
reduce foreign debt. This brought about further marked de- 
clines in the share of domestic demand in national output in- 
creases in all countries but Bulgaria and the Soviet Union. In 
some countries, NMP used declined absolutely, and the share 
of NMP produced absorbed by total domestic demand thus 
became negative (Czechoslovakia, Hungary and Romania). 
Poland, where declining levels of NMP produced were accom- 
panied by even bigger falls in NMP used, was an extreme and 
exceptional case. 


In spite of slower growth or even contractions in NMP used, 
consumption also continued to grow in all the other countries 
reviewed but Poland. It thus absorbed a growing share of the 
rise in NMP produced (almost 90 per cent in Czechoslovakia, 
about 60 per cent in Bulgaria, Hungary and the Soviet Union 
and about one third in the German Democratic Republic and 
Romania). Consumption growth continued to be a central 
policy objective even during a period of general constraint. Ac- 
cumulation levels, on the other hand, declined considerably in 
most of the countries concerned (by 10 per cent annually in 
Czechoslovakia, 7.5 per cent in the German Democratic Re- 
public, 13.3 per cent in Hungary, 6.6 per cent in Poland and 7 
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per cent in Romania). In Bulgaria and the Soviet Union, in 
contrast, accumulation increased at average annual rates of 
3.2 and 3.7 per cent respectively and absorbed about one 
quarter of the growth of NMP produced in 1981-1984. 


The share of domestic demand changes as a whole in the 
growth of NMP produced nonetheless varied widely over 
time and by countries. These reflected above all significant 
fluctuations in the volume of net exports and accumulation. 


In Bulgaria, changes in total domestic demand absorbed a 
significant part of NMP produced growth in all three sub- 
periods shown. In the second half of the 1970s, when the 
share of domestic demand substantially declined, consump- 
tion growth continued to absorb 40 per cent of NMP in- 
creases. In Czechoslovakia, the share of domestic demand 
growth in changes in NMP produced declined continuously 
over the whole period examined. Nevertheless, consumption 
absorbed the predominant part of output increases in NMP 
produced throughout. In 1981-1984, the consumption share 
rose to a very high level, domestic output increases trans- 
ferred abroad to increase trade surpluses having been offset 
by declines in the share of accumulation. In the German 
Democratic Republic, total domestic demand and consump- 
tion absorbed 88 and 75 per cent respectively of increases in 
NMP produced in both halves of the 1970s. In 1981-1984, 
these shares fell to 4 and 40 per cent respectively. These 
movements were, however, accompanied by high rates of 
growth of NMP produced—4.4 per cent annually. 324 Trends 
in Hungary were similar to those in Czechoslovakia with re- 
gard to the absorption of output growth by domestic demand 
as a whole, though there were some differences in the relative 
shares of consumption and accumulation. In fact, the share 
of consumption changes was higher for Hungary in 1976- 
1980, but lower in 1981-1984, than for Czechoslovakia. In 
Poland, the whole increment in NMP produced was absorbed 
by domestic utilization in the first half of the 1970s. In addi- 
tion, external resources (net imports) accounted for a high 
share of resources for domestic use. Developments in 1976- 
1980 were strongly influenced by absolute declines in both 
NMP used and accumulation, resulting in a negative con- 
tribution by both components, especially accumulation, to 
the growth of NMP produced. Thus consumption, which 
continued to grow at relatively high rates of 4.5 per cent an- 
nually, absorbed substantially more resources than was 
provided by the rise in NMP alone. In 1981-1984, the process 
of adjustment to changed internal and external economic 
conditions resulted in further declines in NMP used and in 
accumulation. Consumption levels were also affected and de- 
creased absolutely in this period. For Romania, figures are 
only available from 1975. In 1976-1980, NMP growth was 
absorbed almost entirely by domestic demand, with consump- 
tion prevailing. In 1981-1984, as in Czechoslovakia and 
Hungary, further growth of consumption was accompanied 
by declines in NMP used and accumulation. In the Soviet 
Union, total domestic demand growth appears to have ab- 
sorbed the major part of the rise in NMP produced in the 
whole period 1971-1984. This stems from the smaller role of 
net exports in Soviet economic growth. The share of output 
growth absorbed by accumulation declined in 1976-1980, but 
recovered strongly in 1981-1984. Consumption, on the other 
hand, followed a different path, reflecting the exceptionally 


324 The domestic use of output growth may be slightly overstated 
since the method of calculation for the share of the domestic use in 
NMP produced is based on an unweighted rate of growth of total 
domestic demand. 
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high rises in accumulation in 1982 and 1983 (11 and 5 per cent 
respectively). 325 


(iii) Foreign demand 


The size of net foreign demand to NMP produced can only 
be measured indirectly, since the necessary trade data are not 
published. As already mentioned, it can be found as a residual 
between NMP produced and domestic demand (NMP used). 
However, this difference reflects not only net trade but also 
compensation for losses. The analysis is thus based on the as- 
sumption that the size of compensation for losses and its 
weights in total NMP are rather small, and that changes in this 
item do not significantly influence NMP growth. 


The procedure can be used to approximate the contribution 
of changes in external demand to output growth, as follows. If 
NMP produced grows faster than NMP used, then a growing 
share of domestic output is exported and a smaller share of 
domestic demand is satisfied from imports. Put another way, a 
growing contribution of foreign trade to economic growth may 
stem either from a faster rise in exports relative to imports, or 
from a faster decline in imports relative to exports. Hence, per- 
iods when net export growth absorbs an important part of 
NMP growth may coincide either with periods of export expan- 
sion or of import reduction. 


Developments in the contribution of foreign trade to output 
growth in the centrally planned economies can be summarized 
as follows: 


— Foreign trade provided a relatively small but increasing 
contribution to the growth of NMP produced in the Soviet 
Union throughout the period reviewed (table 3.7.2). However, 
it played a significantly smaller role than in the east European 
countries, particularly in the last ten years. 


In eastern Europe, the absorption of output growth by for- 
eign demand was, on average, much higher than in the Soviet 
Union, though very unstable. In the first half of the 1970s, the 
growth of NMP used even exceeded NMP produced in four of 
the countries concerned. Thus, net trade (net imports) enabled 
resources for domestic utilization to increase by more than the 
growth of NMP produced in Bulgaria, Czechoslovakia, 
Hungary and Poland. In the German Democratic Republic, the 
contribution of external demand to output changes was posi- 
tive, but relatively small. In the second half of the 1970s, net 
trade (net exports) grew fast, and absorbed a growing share of 
NMP produced in Bulgaria, Czechoslovakia, Hungary and Po- 
land. In the German Democratic Republic and Romania, the 
difference between the change in NMP produced and NMP 
used remained relatively small. By 1981-1984, however, an ex- 
ceptionally high absorption of output growth by net foreign de- 
mand can be seen in all east European countries except Bul- 
garia. In Czechoslovakia, Hungary and Romania, the per- 
centage contribution was even higher than 100 per cent — 1.е., 
the increase in NMP produced was more than wholly absorbed 
by net exports while the level of NMP used contracted. The 
increasing absorption of output growth by foreign trade in 
eastern Europe was linked with the need to generate foreign 
trade surpluses in order to offset deteriorating terms of trade 
and to reduce external indebtedness. This was achieved both by 
export expansion, which was substantial in 1982-1984, and by 
import reductions—mainly in 1981 and 1982. The very big 


325 The data on domestic utilization (total domestic demand) for the 
Soviet Union up to 1980 are available only in current prices, which may 
affect the comparability of results for different periods. 


TABLE 3.7.2 


External use of output growth 


(Percentage shares of net trade changes in growth of NMP produced) 


1971-1975 1976-1980 — 1981-1984 
Bulgariay easier eee) Deen = №9 55.5 22.4 
(СтеспоюмаюЮа сх agra tom - —8.7 37.0 153.7 
German Democratic Republic ...... 11.6 1250 95.9 
RUM SAV ee nea. duc, РИС — 0.6 35.8 149.0 
Ро а а — 19.3 116.4 ae 
ROMANIA Mesenteric ers cece oe a 4.4 11979 
ОЕ. —5.6 7.9 ТУТ 


Source: ECE secretariat calculations based on national statistics. 


Note: When NMP used decreases absolutely, the share of net trade (i.e., net exports) in the 
growth of NMP produced exceeds 100 per cent. 


In the case of Poland, calculations for 1981-1984 are not included because of the fall in both 
NMP produced and NMP used. No data for Romania in 1971-1975 are available. 


absorption of domestic output increases by higher net exports 
in 1981-1984 also reflected the fact that NMP produced grew 
relatively slowly in most countries. 


Underlying this general picture there were, of course, 
important differences between individual east European coun- 
tries. 


In Bulgaria, NMP used grew faster than NMP produced in 
1971-1975. Net foreign trade (net imports) thus provided re- 
sources for domestic utilization in excess of increments in NMP 
produced. This relationship was reversed in 1976-1980. Export 
growth exceeded that of imports, and on average net export 
growth absorbed more than half of the increases of NMP 
produced. In 1981-1984 the growth rates of NMP produced and 
NMP used again converged, and external demand thus ab- 
sorbed a smaller share of the growth of domestic output in this 
period. The explanation may be found in Bulgaria’s relatively 
low foreign debt. 


In Czechoslovakia, net imports also enabled domestic utiliza- 
tion to grow faster than NMP produced in 1971-1975. How- 
ever, this policy led to external imbalances which were re- 
inforced by worsening terms of trade. The relationship between 
the growth of domestic output and domestic demand was re- 
versed in 1976-1980, when exports expanded faster than im- 
ports. The foreign trade sector thus absorbed more than one 
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third of national output increases in this period. The exception- 
ally high absorption of output growth by net exports in 1981- 
1984 also reflected the small rise in NMP produced in this per- 
iod. Nevertheless, the wide differences between the rates of 
growth of NMP produced and NMP used (on average more 
than 2 percentage points in 1981-1984) resulted in important 
trade surpluses, which helped Czechoslovakia to reduce its for- 
eign indebtedness substantially. 


In the German Democratic Republic, the absorption of in- 
creases in NMP produced by net export growth was rather low 
in the 1970s (averaging about 12 per cent annually), though big 
variations can be observed in individual years. However, in 
1981-1984, high net export changes accounted for almost 100 
per cent of the rise in NMP produced. This indicates priority to 
expand exports and generate trade surpluses—as in other east 
European countries. 


In Hungary a growing share of output growth was absorbed 
by net exports over the whole period examined. In 1981-1984, 
net exports accounted for more than 100 per cent of the in- 
creases in NMP produced (almost 150 per cent). Thus, NMP 
used fell by 1 per cent annually while NMP produced rose on 
average by 2 per cent. In fact, the impact of foreign trade 
changes led to absolute declines in the level of NMP used in al- 
most all the years 1979-1984. 


For Poland, the calculations are influenced by absolute 
declines in the volume of NMP produced in 1979-1982. The ex- 
ceptionally fast increases in NMP used in 1971-1975 (annual 
average rates of 11.6 per cent) far surpassed domestic output 
growth but the consequent rise in net imports had to be 
financed by huge borrowing from abroad. The relationship 
between NMP produced and NMP used started to improve in 
the second half of the 1970s, but the process was interrupted 
by the social and economic crisis at the turn of the decade. The 
recovery started in 1982, and positive results were recorded in 
1983 and 1984. 


The analysis confirms the attachment of the east European 
countries to policies designed to reduce foreign indebtedness in 
1981-1984. This strategy left little room for expanding 
domestically used NMP, especially given the moderate rates of 
economic growth in 1981-1984. 
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3.8 PRODUCTIVITY TRENDS IN EASTERN EUROPE AND THE SOVIET UNION, 1970-1983 


Several years ago a short annex to the investment section of 
this publication attempted to quantify the contribution to total 
and industrial output growth of changes in the volume and pro- 
ductivity of fixed assets used in broad sectors of the economy 
and industrial branches in eastern Europe and the Soviet 
Union. In a subsequent study, the deceleration of labour pro- 
ductivity growth in the countries concerned was examined, and 
an effort was made to isolate some of its causes. The present 
study takes the two approaches further, first by up-dating the 
facts of productivity change, and thereafter by extending the 
growth decomposition technique used in the first of the above 
studies to employment as well as fixed assets changes (subsec- 
tion (i)). In addition, some econometric approaches to the 
measurement of industrial total factor productivity in the seven 
countries are surveyed, and some interpretations based on new 
secretariat research are presented (subsection (ii)). 


(i) Factor inputs, productivity and output growth 


The present subsection first briefly recapitulates the main 
features of the deceleration of labour and capital productivity 
in three sub-periods of the years 1970-1983, by sector of the 
economy and industrial branches. 326 It finds that the decline in 
capital productivity, and a deceleration of labour productivity 
growth, which occurred throughout the area in the 1970s, con- 
tinued into the early 1980s. 


Secondly, changes in the volume and productivity of fixed as- 
sets and employment are compared with changes in output 
growth over the three successive sub-periods retained. The aim 
is to separate out, by a growth decomposition process, the rela- 
tive contributions to output increments of changes in the 
amount, in the productivity and in the sector/branch distribu- 
tion successively of each of the two factors examined. The main 
finding is that the impact of the capital productivity component 
of output growth has been negative and increasing. Hence 
output growth since 1970 has been associated with proportion- 
ally much larger amounts of fixed assets, most of which were 
offset by capital productivity declines. It is also evident that the 
relative share of the labour input component of output growth 
rose in most countries in 1980-1983 compared with 1971-1975, 
while that of the labour productivity element declined. 


The technique used also makes it possible to determine the 
share of structural change (i.e., effects due to sector/branch re- 
deployment of each of the two factors) in overall output 
growth. These shares were found to be generally rather small in 
the case of both fixed assets and employment. 


An attempt is finally made to weight the two factors to derive 
total factor input series for the material sphere and for indus- 
try. The respective output aggregates are then subjected to the 
same decomposition process in respect of total inputs as was 
undertaken for each of the two factors separately. In recent 
years, the share of the total factor inputs—the ‘‘extensive”’ 


326 For previous work on productivity and related questions, see 
United Nations Economic Commission for Europe, Economic Survey 
of Europe in 1981, New York, 1982, pp. 254-258 and Economic Survey 
of Europe in 1982, New York, 1983, pp. 199-222. 


component of output growth—has increased relative to total 
factor productivity—the ‘‘intensive’’ component. 


(a) Factor inputs 1970-1983 


Fixed assets and employment growth rates for the economy 
as a whole decelerated in all countries of the region between the 
1970s and the early 1980s. Indeed in Hungary and Poland, 
employment levels actually declined. Even so, the latest period 
shows the same basic characteristic as in the 1970s: very rapid 
growth of fixed assets relative to employment (fixed asset 
growth rates of 3-7 per cent annually, as compared with — 1/2 
to 2 per cent for employment). These characteristics were even 
more marked for the material sphere as a whole. Its share of 
employment fell in all countries. In contrast, the material 
sphere’s share of fixed assets rose rapidly. 


A feature of the period has been the slowdown in the decline 
of the agricultural labour force. In fact, agricultural employ- 
ment actually rose in the German Democratic Republic since 
1980, in Hungary since 1978 and in Poland since 1975, though it 
fell slightly in some individual years in the latter two countries. 


The facts point up a similar element of resource allocation 
strategy in all countries of the region. First, the decelerating 
labour supply has been compensated by continued increases in 
fixed assets per worker. Second, this process has been pushed 
hardest in the material sphere, where the resulting annual rates 
of growth of capital intensity (fixed assets per worker) over the 
period were around twice as high as in the non-material sphere. 
In most countries and most sub-periods, the rise in capital in- 
tensity was highest in agriculture (which helped to compensate 
out-migration), followed by industry. 


(b) Factor productivity 1970-1983 


The fall in capital productivity and the deceleration of labour 
productivity in eastern Europe and in the Soviet Union has been 
continuously documented in recent issues of the Survey. 327 
Official statistics show that a combination of heavy investment 
throughout the 1970s (despite some planned and achieved de- 
celeration in its growth in the second half of the decade), a fall 
in the rate of fixed asset retirements after 1970 and particularly 
after 1975 in almost all countries in question, compounded by 
decelerating output growth, were associated with declines in the 
capital productivity of the material sphere (net material product 
basis) ranging between 1-3 per cent annually over the period 
1970-1980 (table 3.8.1). The decline was biggest in Poland and 
the Soviet Union (3 per cent annually), and somewhat more 
than half this in Bulgaria, Czechoslovakia, Hungary and Ro- 
mania. It was smallest—about | per cent annually—in the Ger- 
man Democratic Republic. Up to 1983, the movement even in- 
tensified in most countries, but not in Hungary (where it was al- 
ready low) and the Soviet Union. Capital productivity declined 
in the latter period by 3-6 1/2 per cent annually except in the 
German Democratic Republic and Hungary, where the fall was 
about 1 1/2 per cent annually. The decline in capital productiv- 


327 See, for example, United Nations Economic Commission for 
Europe, Economic Survey of Europe in 1983, New York, 1984, pp. 
109-111. 
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TABLE 3.8.1 


Output per unit of fixed assets, 1971-1983 
(Average annual percentage change) 


ha a i a am ih cet tae tn te 


Bulgaria Czechoslovakia German Democratic Republic Hungary 
/ 1983/ 
1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 1975/ 1980, В 
1970 1975 1980 1970 1975 1980 1970 1975 1980 1970 1975 1980 


iis Puss tae ла о и Ча: oe ЗО, И eee 


Net material product 


DELGUIS thay бе eds — 0.2 —1.1 — 0.7 — 0.5 —2.5 —5.2 — 0.6 — 0.5 —1.2 — 0.3 —3.2 —1.4 
Фолио. — 6.9 — 4.3 —2.9 —=1.4 — 57 — 4.0 —2.2 —5.0 — 0.9 = 6.1 —5.8 = 
Agriculture and forestry..... —4.6 —10.0 SMe Bien =a —5.3 — 6.8 —2.6 — 4.8 —3.0 —5.3 — 5.0 —2.9 
Transport, communications . 2.6 — 4.3 —1.1 ess) —0.5 —2.6 1.7 —2.0 —0.5 2.3 —0.4 —1.7 
Рае о 3.2 Те ® 1358 —2.9 0.4 —0.5 0.3 —2.9 —2.1 —2.0 —7.5 —7.6 
ОЕ 2. Ззлона std — 26.9 — 1.3 —0.2 = = 15.97 "= 15.9 —4.1 — 4.5 — 0.4 —3.0 0.5 —5.3 
Total material sphere ....... —2.1 —2.7 — 3.6 — 0.1 —2.5 — 4,3 — 0.5 —1.3 — 1.4 —0.1 —2.7 —2.2 
Gross industrial production a 
АИ on Ra PORE Tar ton Oct —3.7 — 0.4 — 4.8 0.3 —3.1 —5.1 | 32 —0.9 — 0.4 —3.7 
А ro 4.7 —1.5 —20.1 1.0 3.9 6.0 ’ Fe i —3.1 —5.2 —7.3 
УЕ а Оо. 3.0 4.2 —4.3 21 —1.6 —4.4 1.0 i af —0.9 — 4.2 —7.3 
ре Geibisctels oS alee 0.7 2.4 —2.3 2.3 0:2 —2.:0 —1.0 =}: д 0.1 =4:17 0.8 
(Света ое — 0.5 2 0.6 2.0 0.7 —2.6 —- Е = —1.0 —2.4 —1,7 
Construction materials...... —1.3 37 — 0.8 — 1.5 —2.6 —3.6 0.8 = a FY —2.2 — 1.2 
Мо Dap clay ое —3.4 2.8 БИ 2.0 1.9 6.0 — 0.8 ый a —6.2 — 5.3 —2.5 
Пе tin Geo as —1.2 —1.6 0.2 1.0 1.5 Zl 0.3 $e =e —3.9 —4.4 — 3.0 
ОЕ ВОВЕ cea east cara —3.1 — 4.1 —3.1 —0.8 —2.1 —2.2 — 0.9 ~ ae 0.7 —3.8 1.6 
ОО ее ео —2.0 —4.5 — 0.7 — 0.8 —3.0 —3.3 — 0.4 m4 nih —2.4 — 5.6 —2.7 
(Оооо 8.9 —10.0 —3.1 4.2 0.7 4.8 0.5 2% ifs — 4.3 —2.2 0.6 
ОЕ ТУ ооо роль 0.1 —1.6 —3.2 1.0 —1.4 —3.4 —0.1 г se —1.8 —3.8 —2.8 
Poland Romania Soviet Union 

1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 1975/ 1980, 1983/ 

1970 1975 1980 1970 1975 1980 1970 1975 1980 
Net material product 
ХУ Res Пт. 0.8 eo —7.5 0.1 Я 5.0 0.7 2.4 —3.4 
GOnStEUChion's Е О О Е Е 0.5 5 10.6 — 6.5 — 6.8 —4.8 —3.4 oer —5.2 
Acricultuncandworestiyaacteer eine sorcerer tee reenter — 3.6 —8.9 1.6 —3.8 Jel = 8.49 1259 —6.9 —3.4 
(ransportcommMmunications@areek eis tere aes 5:3 =—2.4 —4.8 1.5 — 4.8 6.0 0.6 2.8 —2:1 
а ан о лама 7.0 2.5 —8:3 
(thc recta Seno select area le Ld Plea die 2A оба cei wel Wil be, Sa Raa eae ek 
ToOtalmatenialisphlerceaemeretr ri cece iene ace 1.5 — 6.6 — 6.6 —1.4 3.3 337 21 —2. —2.1 


Нету ее о № 0.1 1.6 —3.8 = — 0.9 —2.5 
НО о ея пре мо ce Oe 0.9 — 5.7 —3.1 в a8 ха 1.4 4.8 6.6 
Metalhingyey; Вер о оо Ва. 0.2 7.4 6.1 33 yi ree pA? 4.0 3.6 
ооо comes OO Mme oud Come Ob oe: 0.1 3.1 5.4 ss -- = 1.4 — 1.2 В 
G@hemical si р с И ae DES —2. —3.4 we ых Se 0.9 —3.2 —2.2 
Gonstiiciionimatenialsi ase eee eee: 0.3 4.6 5:7 1.6 4.2 2:2 
МУ боЧ раре о calmer ccie erase Ee — 3:2 rl x ots и" 2.0 3.9 Del 
а cr ene Space t ate een ee 3.8 2.1 9.2 а ae te 2.4 3.6 4.7 
СО еек А ОА ео ит ее aera ee 0.5 1.6 2.3 3.9 ТЗ ЗЕ 
РО с В leaf! 4.7 5.8 a Pe ee 1.9 3.9 1.6 
CUED SEA Ae, ot en TE Eh ee Ble 1.2 6.4 —24.9 ee te ay 0.3 —2.6 —3.2 
оао о Meet ee ae 0.1 4.1 5.4 se =: fa 1.0 3.0 2.9 
eee 


Source: National statistical publications and ECE secretariat estimates. 


Note: Though sector and branch entries have been standardized across countries to the extent possible, the following main differences in coverage should be noted: metallurgy excludes non- 
ferrous metallurgy in Bulgaria and the Soviet Union. Fuel includes oil refining in the German Democratic Republic and Hungary. Other light industry includes clothing, leather, furs and footwear 
in the Soviet Union. In the other countries, it also includes printing (except in Bulgaria), glass and ceramics (except in Hungary). 


а Branch entries for the German Democratic Republic refer, in order, to: energy plus fuel; metallurgy; mechanical en 


| gineering; electrical engineering; chemicals; construction materials; 
textiles; other light (clothing, leather etc., glass, wood and paper); food; other. 
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ity in the 1970s was, according to the work referred to earlier, 
particularly big in agriculture, but it also fell in Virtually all 
other sectors in all countries. On a net output basis, the decline 
in industrial capital productivity was somewhat lower than for 
the economy as a whole except in Czechoslovakia and Hungary, 
and also in Poland in more recent years. These trends continued 
by and large into the 1980s. 


In industry (on a gross output basis), the fall of capital pro- 
ductivity averaged about 2-2 1/2 per cent annually in Hungary, 
Poland and the Soviet Union in 1970-1980, and 1 1/2 per cent 
annually in Bulgaria and Czechoslovakia. The German Dem- 
ocratic Republic and Romania publish no data on fixed assets 
by industrial branch, but in the other countries a larger-than- 
average fall in capital productivity took place in the consumer- 
related industries (textiles, other light industry and food), and 
sometimes also in the energy field, particularly in its fuel 
branches. The rate of decline generally accelerated into the 
1980s. 


Most of the countries examined registered steadily decelerat- 
ing rates of labour productivity growth in the material sphere of 
the economy between 1970 and 1983—the only exception being 
the German Democratic Republic after 1975 (table 3.8.2). In 
Poland, the absolute level of labour productivity actually fell 
between 1980 and 1983. A similar pattern emerged for indus- 
try—though there was some acceleration in the Soviet Union 
after 1980. In general, overall labour productivity growth rates 
in the material sphere and in industry decelerated by up to a 
half between 1971-1975 and 1981-1983, and by considerably 
more in Romania; the absolute level of labour productivity in 
the material sphere fell by 3 per cent annually during 1981-1983 
in Poland. The deceleration was widespread for all main sectors 
of the material sphere and also for most individual industrial 
branches—though it was rather more marked for most 
countries in the fuel and/or energy branches, and chemicals. 


(c) Decomposition of output growth relative to 
Jixed assets and employment 


The following paragraphs first describe a method of calculat- 
ing the relationship between output growth and changes in each 
of the two main factors of production: fixed assets and employ- 
ment. The main objective is to identify progress in the ‘‘intensi- 
fication’’ of economic development over 1970-1983. The tech- 
nique also includes a procedure for separating out two elements 
arising from structural changes in the deployment of factors of 
production. 


The decomposition of output growth was carried out in terms 
of each of the two factors separately. Variations in the share of 
output growth associated with changes in the volume of factor 
inputs, in their productivity changes and in their sector/branch 
redeployment are first calculated and assessed. An interpreta- 
tion of the results is then offered in the light of a simultaneous 
decomposition of growth in terms of both production factors 
simultaneously, and appropriately weighted. 


It should be noted that the procedure does not prove any 
causal relation between changes in factor inputs and their pro- 
ductivity, and changes in output growth. Changes in the growth 
rates of production inputs, or of factor productivity, may both 
affect output; but exogeneously caused variation in the growth 
of output may also affect productivity. 328 Thus, though the ap- 
proach clearly illustrates the shares and changes in the shares of 


328 The relationship between output and productivity growth was ex- 
amined in United Nations Economic Commission for Europe, 
Economic Survey for Europe in 1982, New York, 1983, pp. 212-214. 
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factor input and productivity relative to output growth, it 
neither gives reasons for them nor shows the direction of 
causality. 


It should also be noted that the ‘‘productivity’’ concept used 
is a broad one. For instance, changes in capacity utilization 
rates are not taken into account directly. Second, no distinction 
is made between productivity improvements due to technical 
progress and those due to changes in the efficiency with which 
the economy is managed. This is reserved for the econometric 
approach in subsection (ii) below. However, the decomposition 
technique can yield information on the progress actually made 
in implementing the transition towards a more intensive (re- 
source-efficient) pattern of economic development. 


The technique of growth decomposition retained here is to 
separate out first the contribution of changes in the volume of 
each of the two individual factor inputs observed over time. To 
do this, output growth up to year t is recalculated as the product 
of the factor level in the base year and its actual productivity 
level in year t. The difference between actual and recalculated 
output gives the contribution of changes in the factor input. 
Similarly, the effect of factor productivity change is shown by 
holding factor productivity constant at the base year level and 
multiplying it by the actual level of factor inputs in year t. The 
difference between this and actual output shows the growth 
contribution of factor productivity change. 


A further refinement is to recalculate output in year t to find 
out the size of changes in the sector/branch deployment of 
factor inputs since the base year. One innovation in this respect 
is incorporated in the present work. In previous editions of this 
publication, only one ‘‘structural’’ effect was calculated: the ef- 
fect of the redeployment of a factor input between sectors/ 
branches with different /evels of productivity. As formerly, 
this is done by recalculating output in year t by holding ag- 
gregate factor inputs to their actual change, but holding the 
share of each sector/branch in the total factor input constant as 
in the base year. The difference between actual and recalculated 
Output thus gives the ‘‘structural component’’ due to the re- 
deployment of the factor between sectors/branches with diffe- 
rent productivity levels. This is then deducted from the con- 
tribution of changes in the factor input, leaving a ‘‘basic’’ 
factor input component purged of this type of structural 
change. 

By the same reasoning, it is apparent that there is a second 


““structural component’’, namely, that due to the redeployment 
over time of the factor input between sectors/branches with dif- 


ferent rates of growth of factor productivity. This is derived by 


assuming that factor productivity in all sectors/branches grew 
at the same rate as actually observed for the economy as a 
whole, with aggregate factor input and its sector/branch de- 
ployment held constant. The difference between the result and 
actual output in year t thus shows this second type of 
““structural component’’. This is then deducted from the effects 
of factor productivity changes, leaving a ‘“‘basic’’ productivity 
component. 329 

A final point is that the four components (i.e., the ““basic”’ 
factor input, ‘‘basic’’ productivity and the two “‘structural”’ ef- 
fects described) do not amount to total observed growth. This is 
due to the existence of an interaction effect between the factor 
input and productivity components which cannot be distributed 
between them. This has already been described in previous edi- 
tions of the present publication as ‘‘arising because, in an ag- 


329 The full set of expressions for deriving these effects are available 
from the secretariat of the Economic Commission for Europe on re- 
quest. 
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TABLE 3.8.2 


Output per worker in 1971-1983 
(Average annual percentage change) 


eles Teper, Mtn theives ais eels hears eet cite blues oh МОТ ROT GS 1 


Bulgaria Czechoslovakia German Democratic Republic Hungary 
1980/ 1983/ 
1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 1975/ 
1970 1975 1980 1970 1975 1980 1970 1975 1980 1970 1975 1980 


а о а аа пса са SSS 


Net material product 
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Total materialsphere ....... 6.7 5.3 3.0 5.3 Bid 0.5 5:3 3.6 37 6.4 3.6 25 
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Ре cate Serre ae ee 10.7 4.2 —9.5 3.3 Wea —2.1 Dall 3:3 2.4 4.8 2.4 — 0.5 
Ма 9.6 4.0 1.6 4.8 21 0.3 4.1 4.9 9:7 4.5 2.6 3:6 
En gineenin осоаобообоовевю 8.7 17-0 6.7 Wet 5.5 3.4 5.6 8.5 7.3 7.2 4.5 7.0 
Ghemicalsire- caves ces oer 6.5 72 2.5 8.2 St 1.4 759 4.4 357 8.8 7.9 8.2 
Construction materials...... 5.3 6.3 1.8 6.2 4.0 0.7 6.5 1-9 0.3 4.7 5.7 581 
Wioodspaper cae erro 6.9 4.8 23 6.2 4.4 DES ot Ef is 9 4.6 5.6 
extiles ес 4.6 5.4 3:5 6.0 3.8 2:2 5.6 5:1 3.8 3.6 4.1 1.5 
@therlisht pec De? 325 0.3 5.6 4.3 5 35 4.8 2.8 10.3 4.8 9.3 
ние ВЕ 6.0 3:2 4.1 4.4 2.8 0.9 3.2 0.4 1.2 ро 3.4 3:3 
емо саь обо es 10.4 3.8 4.3 7.6 3.4 — 0.5 2.9 2 1.0 37 9.2 131 
оао ее 6.7 4.8 83 6.0 3.9 1.6 4.6 4.4 35 6.1 5.0 4.9 
Poland Romania Soviet Union 

1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 1975 1980, 1983/ 

1970 1975 1980 1970 1975 1980 1970 1975 1980 
Net material product 
а. EG 2.4 —3.2 6.4 4.9 2S 6.2 3.3 2.4 
СОН м. 7.0 —4.3 — 6.1 6.0 5.4 5.0 2-й 1.9 3:0 
Ариешиикеат а Коте mcr aeren errr reee eres 2.1 5 4.8 10.4 6.7 0.8 — 4.6 0.55 2.9 
iransporte сопиаотса о eee mer acters 9.6 2.9 25 6.9 —1.6 0.9 4.2 1.6 2:2 
рае ne id Mi ceyenci oie ater eR CRORORE Re Sine RPL RE Sth 6.8 2.1 —6-2 
О а ом пах. 7.4 5.4 —5.7 “iy = = a 55 aa 
Rotalimaterialispherce mem ane came ieee tei ekrrrekl cictee 7.2 0.3 —3.0 10.1 6.4 РУ 4.2 Sao 3-2 
Gross industrial production 
SF FAME eee one Sere rote eed COO eee SOOO Te 5.5 4.5 —3.0 8.2 3.5 — 16 5.4 2.5 0.5 
Ue] Е о ote co er ut оО о О LOR CRG: 5.6 0.6 —3.2 4.3 — 0.3 —=2.7 7.4 1.4 — 0.2 
МЕГА о ее 8.4 В 0:9 6.7 9-2 0.3 4.9 12 0.8 
|SVAI SS ATT wspmmiers, o arrek atc tttn Rath ee SIS cs mao Ge Oo Oe 9.2 5.8 1.4 6.6 6.8 1.3 8.5 5.8 4.7 
Ве ree e e eeee e TTee 8.7 4.8 1.4 19 га —0.4 8.1 3.8 39 
Gonsirnctionimatentalsem tert он 7.4 3.6 — 1.3 7.8 Е 3.4 Saf 0.6 2.0 
WiOod Papen cae еее ЗЕ. Tere. Ве 6.4 5.6 222 5.3 6.3 12. 6.0 1.1 3.6 
ее a! ake three ob рн 6.0 4.7 —0.9 4.4 6.5 1.1 4.4 2.0 ike 
Othenlight. ео О eh eRe oe ee 6.0 53 37 6.1 5.6 She 4.0 3.6 15 
| В Ва РО оо Е 5.2 о —3.8 3:2 4.8 1.0 4.6 0.5 38 
LOT Ua) oes о Chacon Sie AR aes meets Mh ee 6.3 6.6 —12. 1727) 6.3 — 0.7 6.1 3.9 rs 
а 6.6 3.9 — 0.5 5.0 S22 0.7 57 2.1 2.8 


Source: National statistical publications and ECE secretariat estimates. 


Note: Though sector and branch entries have been standardized across countries to the extent possible, the following main differences in coverage should be noted metallurgy excludes non- 
ferrous metallurgy in Bulgaria and the Soviet Union; fuel includes oil refining in the German Democratic Republic and Hungary; other light industry includes clothing, leather, furs and footwear in 
the Soviet Union; in the other countries, it also includes printing (except in Bulgaria), glass and ceramics (except in Hungary). 


а Branch entries for the German Democratic Republic refer, in order, to: 


energy plus fuel; metallurgy; mechanical engineering; electrical engineering; chemicals; construction materials; 
textiles; other light (clothing, leather etc., glass, wood and paper); food; other. 
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gregated decomposition, the total change (in output) cannot be 
allocated exactly among its components’. 330 Hence, it cannot 
be said to arise simply from productivity changes or from 
changes in the volume of the factor input. 


The above operations were carried out in turn for fixed assets 
and employment separately. It should be noted that all ref- 
erences to fixed asset and labour inputs and their respective 
productivity in the discussion of the decomposition of output 
growth relative to fixed assets and employment separately apply 
to the “‘basic’’ input and productivity components of growth 
defined above (i.e., net of the respective ‘‘structural’’ elements 
and of the “‘interaction”’ effects). 


A preliminary comment on the results presented in table 
3.8.3, and in particular the very high magnitude of the different 
components in some years and in some countries, should first 
be made. It is recalled that the tables show the various effects 
described above as percentages of total output growth over the 
periods reviewed. Thus, when output growth increments are 
very small, the size of the various effects can rise to quite high 
levels if fixed assets and employment respond slowly to changes 
in the pace of output growth (i.e., entries for material sphere 
fixed assets in Poland 1980-1983). In fact, although employ- 
ment levels in both industry and the material sphere fell in 
Hungary since 1975 and in Poland more recently, changes in 
factor input, and especially fixed assets, have not generally ref- 
lected the deceleration of output growth in the seven countries. 
This is why the fixed asset growth component in particular is 
regularly equivalent to more than 100 per cent of output 
growth. 


In interpreting the data in the table, it should also be noted 
that where output growth is negative the signs of all the compo- 
nents are reversed—that is, a negative component under these 
circumstances represents an offset to the decline in output 
growth, and a positive component a reinforcement or element 
of it. In fact, this only applies to Poland between 1980 and 
1983. 


Turning first to the decomposition of growth relative to fixed 
assets only, the capital productivity share has been large and ris- 
ing but negative in most countries since the early 1970s (table 
3.8.3). In the material sphere, this negative share was lowest in 
the German Democratic Republic, Hungary and the Soviet Un- 
ion. Most countries have nevertheless shown similar patterns 
since the mid-1970s. In short, on the assumption of unchanged 
productivity levels, the contribution of the rise in fixed assets 
(second line of each country entry in the left-hand panel of the 
table) would have been far in excess of output growth actually 
achieved. However, declining capital productivity in almost all 
countries and sub-periods considerably more than offset 
changes in fixed assets levels. Thus, as output growth slowed 
down further between 1980 and 1983, not only the negative pro- 
ductivity component (arising because of declining capital pro- 
ductivity) but also the fixed asset input components rose in all 
countries but Hungary compared with the 1970s. This is so in 


330 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1982, New York, 1983, p. 39. Something can be 
said about the behaviour of the interaction effect even though it is not 
possible to attribute it precisely. It has several properties. First: given 
its derivation as the product of the increase of two components (input 
and productivity), it can be inferred that if either of the two compo- 
nents declines, the interaction effect will be negative. Second: for a 
given product of two components, the interaction effect will be max- 
imized when the increments of each component are equal; when the 
growth of either component is zero, the interaction effect will be zero. 
Third, and conversely: the higher the amount by which the two compo- 
nents are scaled up, then, by the property of squares, the greater will be 
the resulting interaction effect relative to output growth, 1.е., in the 
present instance, it will rise as a share of output growth. 
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both the material sphere and in industry. The negative capital 
productivity component rose to levels equivalent to a minimum 
of 35 per cent of total output growth in the material sphere, and 
70 per cent in industry, between 1980 and 1983, and in some 
countries it exceeded output growth itself. It was highest in 
Czechoslovakia (where output growth declined to very low 
rates) and in Poland (where output growth was negative). 


These results can be compared with the decomposition of 
growth with respect to employment. Here, movements have 
been less marked, since labour productivity has continued to 
grow (rare exceptions, such as Poland in 1981-1983, apart), 
though at decelerating rates. There is a great deal of variation 
between sub-periods and between countries, but a prominent 
feature is the falling share of labour productivity changes rela- 
tive to material sphere growth in most countries of eastern 
Europe during 1970-1980. The Soviet Union, in contrast, made 
progress in improving this indicator of ‘‘intensification’’. In 
most countries, the share of the labour productivity component 
of industrial output rose between the first and second halves of 
the 1970s. In all east European countries but the German Dem- 
ocratic Republic (material sphere only) and Hungary, the share 
of labour productivity in total growth declined between 1976- 
1980 and 1981-1983—often very sharply. In the Soviet Union, 
in contrast, it continued to rise in both the material sphere and 
in industry between the same periods. 


The change in the sectoral and branch redeployment of 
employment and fixed assets also presents some interest in the 
light of economic readjustment efforts in the 1980s. 


The net sector/branch component of fixed asset redeploy- 
ment was on the whole small but positive in material sphere 
output growth in most countries. Exceptions are Bulgaria in 
1971-1975 and Hungary in 1976-1980, where this component 
was very large and positive, and Poland in 1976-1980 where it 
was large and negative (line 3 of each country entry in the left- 
hand panel of table 3.8.4). 331 It was also atypically high in Ro- 
mania in 1981-1983. Generally, the structural shift component 
was equal to around 5 per cent of output growth—and declined 
over time. In industry, results for the five countries for which 
data are available were also on the whole positive in 1971-1980 
(though much smaller than in the material sphere), the excep- 
tion being the Soviet Union where they were small but negative 
throughout. In the early 1980s, this component remained small 
and negative in the Soviet Union, and the previous ‘‘gains’’ 
from structural shifts either became negative or were reduced 
markedly—as in Bulgaria and especially in Hungary. 


For employment, the net effects of structural change in both 
the material sphere and in industry have been less clear cut. 
However, they tended to be much smaller, typically between 0-4 
per cent of output growth, though they were higher in some 
countries in some years. Their sign varied—it was in fact nega- 
tive in one third of the cases covered—and no consistent pattern 
of positive or negative contributions to output growth in the 
sub-periods covered can be discerned. 


The above developments suggest the conclusion that in the 
1970s and, though to a smaller extent, in the early 1980s, the 
material sphere output of most countries of the region con- 
tinued to draw only modest benefits from structural change due 
to shifts between sectors with different productivity levels 
(Component 1). However, Bulgaria, Hungary, Poland in 1976- 
1980, and Romania in 1981-1983, made marked gains. Few 


331 In Hungary, this reflects a considerable decline in the share of the 
very high capital-intensive transport and communications sector 
together, apparently, with some data classification inconsistencies 
between fixed asset and output series. 


214 


Centrally planned economies of eastern Europe and the Soviet Union 


TABLE 3.8.3 


Decomposition of output growth relative to fixed assets and employment 
(Total output growth = 100) 


киса Ab bea SRC hae 1601 meowied .voeohei a fo Ре OC eS 


Fixed assets Employment 
Piss sates Е, IE at ЕРЕВАНЕ 
Material sphere Industry Material sphere Industry 
0/ 1983/ 1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 
Ня ee an уе ree 1980 1970 1975 1980 1970 1975 1980 
al A ООН ln I II Ma SAI AR В 
Bulgaria 
INDUCES fos che trina 138 162 214 99 135 183 1 — 18 22 = $ 
Рос 2. — 25 — 42 — 90 90 -1 — 67 99 100 81 70 i я 
Other? ие: — 13 —20 — 24 — 24 — — 16 — — 1 8 
Czechoslovakia 
IN DU tec ет vats aoa 102 182 672 83 138 288 5 10 32 8 13 21 
PTOGUCEVILY ее —1 — 61 — 489 13 — 28 — 160 94 88 68 90 84 78 
осо ие —1 —21 — 83 4 — 10 — 28 1 2 — 2) 3 1 
German Democratic Republic 
Hay o]Ve Meee ее В 110 136 138 Я 12 i 24 10 
RrOduCtVILVineteR seer itae —8 — 28 — 35 98 86 93 70 87 5 
еее tiers —2 —8 —5 — 7 — 6 3 
Hungary 
ЕТ о ооо о rs cscs eyes 102 211 233 136 249 189 —2 — 25 — 38 2 —41 — 124 
РГО —1 — 84 —118 —24 —129 — 81 102 130 141 97 152 243 
Othenteacraccce cee -1 —27 — 15 — 12 —20 —8 — —5 _3 1 —11 — 19 
Poland b b b b 
INPUl A о 5. 81 1 320 — 68 101 231 —112 18 59 24 27 4 82 
PrOductiviby ease ee ee 13 — 837 155 -1 — 87 195 75 40 78 63 96 19 
(ео сеет 6 —383 — 13 — — 44 17 7 1 —2 10 —- 1 
Котата 
При ось реа 118 166 332 7) 3 8 49 35 74 
ОА ВИ aerate aie — 10 —41 — 179 97 96 91 38 55 25 
ее —8 —25 — 53 1 1 1 13 10 1 
Soviet Union 
ANP Ute eee ооо ra cs ciecyy 196 205 228 117 185 188 29 26 19 19 35 22 
ОКИ ое аороо68 с — 63 — 73 — 101 —11 —59 — 73 66 70 80 76 60 76 
QUNSTO aA sabi BB een eee — 33 — 32 —22 6 26 17 5 4 1 5 5 2 


Source: ECE secretariat estimates based on national statistics. 


а “Other item’’ represents combined effects of two structural components (see table 3.8.4) and the ‘‘interaction”’ effect. 


Ь Since output growth was negative in 1983/1980 the signs should be reversed when interpreting these entries. 


common elements can be identified. The movements depend on 
factor productivity differentials, as well as the size of the shift 
between sectors and branches, and both varied from country to 
country. Some devoted an increasing share of inputs to rela- 
tively low-productivity (high factor-intensive) sectors—trade 
and construction in some cases, but in most the dominating fea- 
ture was the shift to industry. These elements of material sphere 
output growth should also be viewed in the light of the smaller 
but usually negative share of output growth associated with 
structural shifts in both fixed assets and employment towards 
material sphere sectors where productivity has grown relatively 
slowly. As can be seen from table 3.8.4, this type of structural 
shift (Component 2) often wholly or partly offset gains asso- 
ciated with the redeployment of production factors to more 
factor-productive sectors. This underlines the importance in the 
future of ensuring higher rates of productivity change in indus- 
try and in other sectors where capital intensity is rising relatively 
fast. 


Within industry, the highly capital-intensive fuel and, in most 
countries, energy branches have both registered lower rates of 
labour productivity growth and bigger capital productivity de- 
clines in recent years than the average for industy as a whole. It 
is these branches where both investment allocations and— 
though to a much smaller extent—employment have grown 


fastest in recent years. Some other priority growth sectors have 
shown factor productivity gains at rates close to or above the 
industrial average (chemicals, engineering). 


It is likely that the shift of factor inputs — notably invest- 
ment — into the fuel/energy complex, will peak during the cur- 
rent five-year plan period 1986-1990. The two branches to- 
gether accounted in 1984 for some 34-40 per cent of total in- 
dustrial investment in five of the seven countries, and over a 
quarter in Bulgaria and the German Democratic Republic. 
Slower growth of investment in these two branches should free 
resources within industry for use in branches which are less cap- 
ital-intensive and/or where productivity growth is faster. This 
could have significant output growth-enhancing effects not 
Only in industry itself, but also on the material sphere as а 
whole. 


A final step in this examination was to aggregate the separate 
findings on fixed assets and employment, in order to illustrate 
total factor input and total factor productivity changes relative 
to output growth (table 3.8.5). The combined productivity com- 
ponents so derived are termed ‘‘intensive’’ growth factors, and 
the combined input components are termed ‘‘extensive’’ 
factors. 

It should be noted that the productivity components de- 
scribed earlier cannot be weighted in the same way as the factor 


aw 
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TABLE 3.8.4 


х 


Structural change and output growth, 1971-1983 
(Total output growth = 100) 


Danis the ыыы 


TUE роет ИРИ em БЕТ Employment 
Material sphere Industry Material sphere Industry 
a lam yr ee И: aL 
_ Bulgaria 
Gomponent lepers... 32 —6 _3 —1 24 _5 4 5 18 —=5 — = 
Сошроцещ2... В... —5 -1 1 4 —6 6 —6 — 12 —19 6 — = 
и Be 27 —7 —2 3 18 1 —2 —7 -1 i — =! 
Czechoslovakia 
GComponenthe wet. see 13 11 —5 5) —2 —6 ii 5 18 1 1 2) 
вотровене 2... neces eae =o —6 5 —3 2 _8 —6 —21 —1 —1 =| 
ана: 5 5 — 2 — 1 1 1 3 — — 1 
German Democratic Republic 
@amponent 1A arcsec 9 10 3 1 — 4 — 
Фоаропене 2. —6 —6 —3 — — —1 1 —3 — 
Ка ао В 4 — — — — 1 1 — 
Hungary 
@onponenthy...c see eee 45 76 30 — 11 = 13 3 -—- = 4 6 23 
Momponent 9... т. —27 — 42 —=21 = —6 13 —4 3 2] —6 —7 —24 
т О 17 34 9 — 5 -- —1 3 10 —2 -1 —1 
Poland a a Е 2 
Componentilit.as sk does 11 107 2 у —1 -1 8 —27 8 —2 — —23 
Component2ige ан. —7 —24 —1 —4 Z —5 = ЕЯ —6 2 — 16 
ее а 4 83 1 3 1 _6 —4 — 10 2 — — —7 
Romania 
Componenteliicn crcnxenren.s — 6 24 DS 23 9 =} — 3 
GOmpOnent2) . crescent ons — —2 = 13 = 8 —25 =8) 6 — = 
т ны — 4 11 -—6 —2 — —1 — 2 
Soviet Union 
Component 1.2... eau) 6 8 4 —1 = 5) =5 2 7 3 =5 =5 — 
Gomponent 259.5. 225: —2 —4 —3 — Я 4 —5 —8 = 3 5 4 — 
ВЕ В О: 4 4 1 1 3 1 3 -1 — — —1 -—- 


Source: ECE secretariat estimates based on national statistics 


Note: Component | arises from shifts of factors between sectors or branches with different factor productivity levels. Component 2 arises from shifts of factors between sectors or branches 
with different rates of factor productivity growth. Based on a 6-sector (5 in Romania and the Soviet Union) breakdown of the material sphere (net output basis) and an 11-branch (10 in the German 


Democratic Republic) breakdown of industry (gross output basis). 


4 Since output growth was negative, the signs should be reversed when interpreting these entries. 


input components. This is because these components of output 
growth result from combinations of the two factors concerned. 
For example, a given change in total productivity cannot be at- 
tributed separately to changes in capital or in labour productiv- 
ity, since it arises as a joint effect of them both. Labour pro- 
ductivity may be boosted by more (or better) machinery, while 
higher capital productivity may result if more (or more highly- 
skilled) labour becomes available. For this reason, in table 3.8.4 
the intensive (productivity) component of growth is shown as 
the difference between the sum of the separately weighted 
labour and capital input components described above, and total 
output growth. This means that, unlike the ‘‘basic’’ productiv- 
ity concept used earlier, it also includes the two structural and 
the ‘‘interaction’’ components for which no accurate weighting 
can be found either. 332 


A number of methodological and other weaknesses of the ag- 
gregation procedure itself should also be noted. First, by 
‘total’? factor inputs is meant fixed assets and employment 


332 The total productivity component of output growth between the 
year o and t can also be derived directly as the residual betwen output 
growth (Y,/Y.) and the sum of the separately-weighted labour input 
a(L,/L.) and capital input ак(К/Ко) components, where a; = 0.65 and 
ах = 0.35. See below for a discussion of coefficients a; and ay. 


only. This limitation is justifiable for the total economy for 
which, as noted earlier, output data on a net basis (1.е., after de- 
duction of material inputs, including depreciation, from gross 
output) was used. In contrast, the results for industry disag- 
gregated by branch are based on gross output data. The two- 
factor approach has nonetheless been retained, thereby leaving 
out of account changes in material inputs per unit of output (or 
in its less widely used reciprocal expression, material input pro- 
ductivity). This omission, dictated by the lack of information 
available on industrial material inputs by branch in most of the 
countries examined makes no difference to the relative trends 
of the total (two-factor) industrial input and productivity com- 
ponents. The share of material inputs in gross output is as high 
as 60 per cent of gross industrial output—but changes in their 
productivity, though in general positive, have been small (a 
maximum of 0.5 per cent annually except in the German Dem- 
ocratic Republic in 1980-1983 and in Poland in 1970-1975 where 
they were somewhat bigger). 333 


A second possible source of error arises from the weighting 
of the two production factors. A total factor productivity input 
series could, in principle, be constructed on the basis of the ac- 


333 United Nations Economic Commission for Europe, Economic 
Survey of Europe in 1984-1985, New York, 1985, pp. 95-96. 
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TABLE 3.8.5 


Factor inputs, productivity and output growth, 1975/1970 
to 1983/1980 
(Total output growth = 100) 


ео 


Material sphere Industry 
Se ee 
1975/ 1980/ 1983/ 1975/ 1980/ 1983/ 
1970 1975 1980 1970 1975 1980 


eS) ee И ee ee иди 


Bulgaria 
Extensive factors (inputs): 
Employment growth....... 1 — 12 14 10 16 
Fixed asset growth......... 48 ай ag 55 4347 63 
О ete oe penis aire 49 5) 77 49 59 79 
Intensive factors 
(productivity): 51 43 14 51 43 РА 
Czechoslovakia 
Extensive factors (inputs): 
Employment growth....... 3 6 21 5 8 13 
Fixed asset growth......... m6 64 235 29 49 _101 
а eee 39 70 256 34 57 114 
Intensive factors 
(тои. 61 30 — 156 66 43 — 14 


German Democratic Republic 
Extensive factors (inputs): 


Employment growth....... 1 8 4 
Fixed asset growth......... 39 49 49 
а Е 40 55 53 
Intensive factors 
(productivity) sees eee 60 45 47 
Hungary 
Extensive factors (inputs): 
Employment growth....... —1 — ils 25 1 —27 — 81 
Fixed asset growth......... 36 73 82 48 84 87 
ARON Peso nS ota a eramoeen eres 35 57 57 49 57 6 
Intensive factors 
(productivity) see ere 65 43 43 53 41 101 
Poland 
Extensive factors (inputs): 3 = 
Employment growth....... 12 38 16 18 2 53 
Fixed asset growth......... 28 462 — 24 85 81 — 39 
Total mpi о 40 500 —8 53 83 14 
Intensive factors 
(DROGWCVILY) Serene ere orien: 60 — 400 108 47 17 86 
Romania 
Extensive factors (inputs): 
Employment growth....... | 2 5 
Fixed asset growth......... 42 _58 117 
а reds, Soke cc mene 43 60 122 
Intensive factors 
(РО 57 40 — 22 
Soviet Union 
Extensive factors (inputs): 
Employment growth....... 15 15 10 12 23 14 
Fixed asset growth......... 57 64 66 41 65 66 
О. 72 79 76 53 88 80 
Intensive factors 
(PROCUCEIVITY) ее 28 | 24 47 12 20 


Note: Extensive factors are changes in employment and fixed assets over the periods shown. Intensive factors are residuals between the 
sum of these two components, weighted at 0.65 and 0.35 per cent respectively, and total output growth over the corresponding periods 


Material sphere output aggregate is NMP. Industrial output aggregate 15 gross industrial production. 


а Since output growth was negative in 1983/1980, the signs shown should be reversed when interpreting these entries 
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tual weights in each year of labour costs (the sum of hourly 
wage rates times hours actually worked) and the annualized 
cost of the fixed assets used (however defined). Alternatively, 
following procedures used in some centrally planned 
economies, the weighting could be based on the assumed shares 
of employment (‘‘live labour’) and of past labour (‘‘embodied 
labour’’) incorporated into the fixed assets employed. This, 
however, could also be questioned on theoretical grounds. 334 In 
the calculations presented, a ‘‘normative’’ weighting, based on 
ECE secretariat practice in previous work on industry, of 35 per 
cent in the case of fixed assets and 65 per cent for the labour in- 
put has been used. 335 


Possible differences between the industry sector itself and the 
material sphere as a whole have been ignored. They may not in 
fact be very significant since industry is the biggest component 
of the material sphere, while the effect of the highly capital-in- 
tensive transport and communication sectors is largely offset by 
the relatively low capital-intensive sectors of agriculture and 
construction. To summarize, the ratio can certainly be ques- 
tioned, but there is little information available to justify chang- 
ing the admittedly rather crudely based ratios used in the past. 


To check the sensitivity of the results to different capital/ 
labour input ratios, some variants were tested. The use of a 
30:70 ratio made no substantial difference to the relative size of 
the intensive and extensive factor components. At the other end 
of the scale, use of a 45:55 per cent ratio reinforced the trend of 
the results presented in all countries. The generally declining or 
negative contribution of intensive factors shown in table 3.8.5 
became much more apparent, and in fact the higher weighting 
of the fixed asset component reduced the intensive (factor pro- 
ductivity) component of growth to zero in some cases. 


The results presented in table 3.8.5 indicate that growth of 
NMP in 1976-1983 was more factor extensive than in 1971-1975 
in all seven countries—considerably more so in the Soviet 
Union. In all east European countries, the productivity compo- 
nent of NMP growth fell between 1971-1975 and 1976-1980, 
and declined further in 1981-1983 in most of them. However, in 
Hungary, the German Democratic Republic and the Soviet 
Union the share of intensive factors increased in 1981-1983 as 
compared with 1976-1980. In the first two countries, the im- 
provement in the early 1980s reflected also much slower 
employment growth in the first case and continued declines in 
employment in the second. The movement also resulted from 
the fact that in both countries, the capital productivity decline 
was, as already shown in table 3.8.1 above, small relative to the 
other countries of the area. 


In industry, for which branch-specific data on both employ- 
ment and fixed assets are available for five countries only, the 
movements were generally similar to those in the material 
sphere. Only in Hungary did the productivity component rise 


334 The shares of fixed assets and employment contributions at- 
tributed to factor productivity could have been based on the relative 
shares of allocation of net material product for domestic utilization to 
accumulation and consumption. These also vary between the countries 
concerned and in each of them in various years. Зее for example, Sta- 
tisticheskii ezhegodnik stran chlenov SEV 1984 (CMEA Statistical 
Yearbook 1984), Moscow, 1984, p. 10. 

335 In fact, in previous secretariat studies a ratio of 40:60 was orig- 
inally used for industry, and subsequently a ratio of 30:70. See United 
Nations Economic Commission for Europe, Economic Survey of 
Europe in 1980, New York, 1981, p. 119 . 221. The above ratio there- 
fore represents a compromise. Econometric analysis, presented in sub- 
section (ii)(a) below (tables 3.8.5-3.8.7) derives labour shares varying 
between close to zero and close to one according to the country and the 
functions used. These results are, moreover, highly sensitive to the time 
period chosen. 
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over the three sub-periods covered. In that country, the ab- 
solute decline in industrial employment was substantial, and the 
rate of fixed asset growth halved, between the early 1970s and 
the early 1980s. 


The total factor productivity component in 1971-1975 was 
equivalent to over half of total NMP growth in eastern Europe, 
and for between one quarter and one third in the Soviet 
Union. 336 Ву 1981-1983, it was negative in three countries 
(Czechoslovakia, Poland and Romania) and had fallen to less 
than half of its 1971-1975 share in all other countries but 
Hungary. The movement was broadly similar in industry, 
whereas for most countries of eastern Europe the productivity 
component in 1981-1983—40-60 per cent of output growth in 
1971-1975—fell sharply and even became negative in Czecho- 
slovakia and Poland. It declined to about half the 1971-1975 
level in Bulgaria and the Soviet Union. Again, Hungary pre- 
sents a sharp contrast with the other countries, productivity 
gains having far exceeded the total factor input component. 


(d) The decline in capital productivity 


The fall in capital productivity has clearly affected total pro- 
ductivity since 1970 in all seven countries reviewed. Some of the 
factors contributing to declining capital productivity levels can 
be put as follows: 


— high shares of investment in energy and other capital- 
intensive branches which do not directly bring a proportional 
increment in NMP; 


— shift of production to distant locations (in the Soviet 
Union, to the eastern areas of the country); 


— reduction in capital utilization rates; 


— real increases in the capital cost of production (‘‘udo- 
rozhanie’’) independent of fixed capital price rises; 


— environmental capital expenditure. 


Though their impact — due to data availability constraints — 
cannot be systematically determined, there is evidence that the 
factors listed here play a significant role in capital productivity 
changes in most of the countries concerned. In some, it is well 
known that the exhaustion of the more rapidly accessible min- 
eral and fuel resources has increased the capital intensity of 
output in the extractive industries. However, one Soviet com- 
mentator notes that regional shifts of productive capacity are 
often compensated by the fact that, though capital intensive, 
they may yield much higher output per unit of investment than 
expenditures in the traditional producer regions. This applies 
particularly to the extractive industries where regional re- 
location has been most marked. Capital expenditures in remote 
regions also still represent a relatively small fraction of total in- 
vestment (the same author states that Siberia and the Far East 
together account for 16-17 per cent of the total volume of all 
Soviet investment). The author also notes that environmental 


336 This is confirmed by several Soviet studies. See for instance an ar- 


ticle by У. № Kirichenko; ‘‘Sovershenstvovanie inestitsionnogo 
protsessa — vazhny faktor intentsifikatsi obshchestvennogo proiz- 
vodstva’’ (The perfecting of the investment process — an important 
factor in the intensification of social production), /zvestiva akademii 


nauk SSSR, Seriya ekonomicheskaya, 1985, No. 2, p. 14. A broadly 
similar estimate was given by Academician A. Aganbegyan: ‘‘Up to 
this time, national economic development has occurred to the extent of 
two thirds by the addition of extra productive resources—that is, 
extensively’’. Trud, 28 August 1984. 
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expenditures account only for 1-1.5 per cent of total investment 
in the Soviet Union. 337 


As noted earlier, the concept of capital (and indeed labour) 
productivity as used in this study also incorporates the effects 
of changes in capacity utilization rates. It is a reasonable sup- 
position that they have occurred, to a greater or lesser degree, 
in all countries of the region. One reason is the effect on output 
growth of the policy emphasis currently placed on input savings 
and also of cuts in raw material and fuel imports by east 
European countries. Though few measures of changes in ca- 
pacity utilization are available for these countries, estimates for 
the Soviet Union suggest a 6 per cent fall between the first half 
of the 1970s and the early 1980s.°** This could account for 
about 0.5 percentage points annually of the fall in capital pro- 
ductivity—approaching one fifth of the total decline. 


Two final elements should also be mentioned. The first is the 
rise in costs of fixed assets per unit of output capacity. This 
phenomenon, referred to as ‘‘udorozhanie’’ in Soviet litera- 
ture, has been discussed in several recent commentaries, though 
sometimes in terms which are imprecise. It appears to arise 
from the fact that new equipment to replace that of a technic- 
ally less-advanced kind does not always justify its higher costs 
by proportionally better performance: labour costs and ma- 
terial intensity of the products which the new plant manufac- 
tures are not always reduced and maintenance costs are some- 
times higher. A related factor mentioned in one of the articles 
quoted is that new technical or quality/performance norms ap- 
plied to products may cost substantially more than in the 
past. 339 For instance, in construction the use of reinforced con- 
crete per unit of housing space has doubled, largely due to 
failure to adopt lightweight panel-building techniques to com- 
ply with new insulation standards. Equipment costs increase 
also because of the exessively high metal-intensiveness of new 
machinery output. 


It has also been suggested that some element may be purely 
statistical—namely, that an element of price increase may have 
been included in fixed assets volume series. This may be true to 
some extent for Bulgaria and Romania, where the fixed asset 
series used are in fact based on the actual cost at prices in the 
year of acquisition. (However, implicit investment price de- 
flators changed little in 1970-1980 in these two countries and 
some time would need to elapse before price changes sub- 
stantially affected conclusions as to the volume change of fixed 
assets.) A comparison of relevant output price changes (engi- 
neering goods, construction materials and construction work) 
with implicit price deflators for investment and fixed assets re- 
veals no noticeable anomalies in this respect, except possibly for 
the Soviet Union. It is assumed, therefore, that the trends appa- 
rent from the results presented above are not invalidated by 
concealed price changes or other statistical shortcomings, 
though the results themselves may not be very precise. 


With these reservations, the conclusions of this exercise can 
be summarized as follows. Output growth in the seven 
countries still mainly depends on increasing the quantity of 
factors employed. In most countries of eastern Europe, but not 
in the German Democratic Republic or the Soviet Union, NMP 
growth in recent years has become more ‘‘extensive’’ in cha- 


337 У. Krasovskii, ‘‘Intensifikatsiya ekonomiki i fondoemkost’, 
proizvodstva’’, (Intensification and capital/output ratios), Voprosy 
ekonomiki, Moscow, 1985, No. 5, pp. 35-45. 

338 У. Fal’tsman, ‘‘Povyshenie otdachi osnovnykh fondov promysh- 
lennosti’’ (Raising the productivity of industrial fixed assets), Voprosy 
ekonomiki, No. 3, 1985, pp. 44-55. 


339 V. Krasovskii, /oc. cit. 
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racter — and in almost all countries so has industry. Total 
productivity over the period reviewed has been held back, 
and the process of intensification impeded, principally by 
the large and still unchecked decline in capital productivity 
since the beginning of the last decade. This has held back 
the productivity performance of other factors also, and 
points up the need to examine total factor productivity more 
closely. 


To do so, it is necessary to extend the search to more 
general problems of economic development: how much has 
technological progress contributed to the rise in total pro- 
ductivity? What role has been played by changes in the ef- 
ficiency with which the economy is managed? What is the 
reason for the slowdown in output growth—despite the big 
rises in capital intensity per employee intended to offset the 
slowdown in the growth of employment? These questions 
are taken up in more detail for industry in subsection (ii) 
below. 


(ii) Interpreting recent total productivity developments in 
industry 


The growth rates of industrial output decreased con- 
siderably in eastern Europe and the Soviet Union at the end 
of the 1970s and of the 1980s. It is also apparent that the 
total factor productivity (hereafter referred to as TFP) 
growth rates have fallen. It is, however, more difficult to 
assess what is the exact magnitude of the TFP growth rate 
decrease and, in particular, the reasons for it. 34° 


This subsection studies some of the measurement: 
problems of the TFP growth, particularly focusing on the 
problem of finding out by econometric methods the output 
elasticities of labour and capital respectively, given some al- 
ternative assumptions on the nature of technical change over 
time. The basic problem will be approached also by making 
use of the concept of the ‘‘production frontier’’, which al- 
lows a distinction between the concepts of technological 
progress and technical efficiency change to be drawn. The 
empirical analyses carried out in this connection are based 
on the same annual data for the six centrally planned 
eastern European countries and the Soviet Union used in the 
previous subsection, covering the period 1970-1983. The ap- 
proach is limited to total industry only. The main output 
aggregate used is net industrial production. In order to find 
out whether some ‘‘structural’’ factors or measurement ele- 
ments affect the results of the TFP growth estimates, the 
corresponding branch-level gross production and input data 


340 There are a number of analyses which try to measure the 
TFP growth rates in eastern Europe and the Soviet Union. For in- 
stance, reference can be made to the following articles: N. E. 
Cameron: ‘Economic Growth in the USSR, Hungary and East and 
West Germany’’, Journal of Comparative Economics, vol. 5, 1981, 
pp. 24-42; Р. Desai: ‘‘The Production Function and Technical 
Change in Post-War Soviet Industry: А  Re-examination’’, 
American Economic Review, June 1976, рр. 372-381, and ‘Total 
Factor Productivity in Post-War Soviet Industry and Its Branches’’, 
Journal of Comparative Economics, vol. 9, 1985, рр. 11-23: ©" 
Tuitz: ‘Structural Changes and Productivity Development in Manu- 
facturing Industries of the European Centrally Planned 
Economies’, The Vienna Institute for Comparative Economic 
Studies, No. 85, April 1985; and В. $. Whitesell: ‘‘The Influence 
of Central Planning on the Economic Slowdown in the Soviet 
Union and Eastern Europe: A Comparative Production Function 
Analysis’’, Economica, No. 52, 1985, рр. 235-244. 
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are also scrutinized. 341 These data give direct measures of the 
magnitude of the structural change in these countries during 
this period. — 


(a) Some basic problems in measuring total factor 
productivity growth 


When TFP measures are computed, the first problem is, of 
course, the data. The minimum required are for value added, 
the stock of capital and the stock of labour. As far as the data 
from eastern Europe and the Soviet Union are concerned, it has 
been assumed that measurement errors of these variables may 
be of considerable importance. 342 


However, there is no possibility of solving these fundamental 
measurement problems. Thus, one has to ask whether the TFP 
growth rates can be reliably estimated given the existing data. 
This question will be addressed in the following paragraphs. 


Apart from these data questions, the estimation of the TFP 
growth rates requires some estimate of the output elasticities of 
different factors of production. The basic fact to be determined 
is the sum of these elasticities. If the empirical analyses make 
use of a homogenous production function, and if the degree of 
homogeneity is not restricted to unity, no clear distinction can 
be made between the effects of economies of scale on the one 
hand, and the effects of technical change on the other. Hence, 
this restriction must be imposed if output elasticities with re- 
spect to labour and capital are to be determined. 343 


This is typically done by estimating directly from the time 
series data either a Cobb-Doublas (hereafter CD) or a Constant 
Elasticity of Substitution (hereafter CES) production function, 
and making use of the respective parameter estimates in com- 
puting the measures for the TFP growth rates. In the case of the 
CD production function, the whole exercise boils down to es- 
timating the following relationship: 


(1) In (y/k) = а. + ajyt + ах? + ajln(1/k) + u, 


where y denotes output, k capital and | labour, and t a linear 
time trend variable which should capture the effects of 
technical change (which are moreover assumed to be of Hicks- 
neutral type). Finally, u is the error term which is assumed to 
affect the level of output multiplicatively. As far as the func- 


341 Aggregation over sectors seems in some cases to produce results 
which are not economically meaningful. See, e.g., E. Silaev, and A. 
Baramidze: ‘‘The Impact of Factors of Production on the Economic 
Growth of Union Republics’’, Problems of Economics, December 
1983, pp. 23-39. Silaev and Baramidze find the elasticity of the growth 
of net output due to growth of work force to be negative for the total 
industry. This they attribute mainly to a very strong effect on the part 
of the fuel industry. 

342 An example of these kind of arguments is P. Desai: ‘‘Total 
Factor Productivity in Postwar Soviet Industry and its Branches”’ 
Journal of Comparative Economics, No. 9, 1985, pp. 1-23. 

343 Obviously, the question can be approached in another way by 
first estimating a production function in an unrestricted form and then 
interpreting the degree of homogeneity (scale elasticity) as an indicator 
of the existence of ‘‘intensive factors’’ of production (i.e., embodied 
and disembodied technical change). This kind of analysis is carried out 
in D. Cherikov: ‘‘Modeli vzaimosviazi tempov i tak formov ekono- 
micheskogo rosta’’ (Model of Mutual Relationships between Rates and 
Forms of Economic Growth), Planovoie Khoziaistvo, No. 6, 1979, and 
D. Zhantsan: ‘‘Kharakteristika i modelirane na ikonnomicheskiya ras- 
tezh na Mongolskata Narodna Republika’ (The characteristics and 
modelling of economic growth in the Mongolian Peoples’ Republic), 
Tkonomicheska Mis’l, No. 28, 1983. Both of these studies make use of 
the Cobb-Douglas production function and both of them produce the 
result that the contribution of the ‘‘intensive factors’’ is of considerable 
importance (accounting for about 40 per cent of the total economic 
growth). See also G. B. Kleiner and В. М. Sirota: “ОБ odnom klasse 
proizvodstvennykh funktsii’” (Concerning One Class of Production 
Functions), Ekonomika i matematicheskie metody, vol. МО В, 
1976, рр. 48-55. 
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tional form of equation (1) is concerned, the important point is 
that it implies constant returns to scale. Thus, after estimating 
this equation, it is possible to proceed further and compute the 
measures for the TFP growth rate, subsequently denoted by e, 
from the following simple formula: 

(2)e = § — asl — (ak 

where the dots above variables indicate the backwards first log 
differences. Obviously, the magnitude of e can already be de- 
termined on the basis of the estimates of a; and a) in equation 
(1). 

A survey of the existing literature dealing with the estimation 
of production functions with data from the eastern European 
countries and the Soviet Union suggests that sensitivity and im- 
precision are the most striking features of the results. In some 
studies, the estimated capital share is close to zero for most of 
the sample countries or branches and the labour share is corres- 
pondingly close to one, while almost the opposite is found in 
other studies. 344 Furthermore, even though the point estimates 
maké sense, the very large standard errors of the estimates, 
small sample sizes and residual autocorrelation do not permit 
strong inferences to be made about the exact magnitude of the 
labour share parameter аз in equations (1) and (2) above. On 
the other hand, even small changes in the values of аз signifi- 
cantly affect the TFP growth rate. For instance, ECE sec- 
retariat calculations suggest the following illustrative values of 
TFP growth rates for 1970-1983. 


е аз — бе: а: = 
В ах 555 2.6 
Сеспоочаюан ие еее cent 1.0 0.5 
German Democratic Republic...... 2.6 2.0 
Bungay (1970-1982) nec eee alge Pas 
Рос SEES 0.6 —0.1 
ROMAN а 2.3 1.6 
о И бо с 1.7 1.0 


Ц can, of course, be argued that the observed sensitivity ref- 
lects only some standard estimation problems—such as small 
sample bias, autocorrelation and so on—which could be 
avoided by alternative estimation procedures. But this does not 
seem to be the case. For instance, the use of first differences in- 
stead of levels when estimating equation (1), and the use of 
pooled data instead of individual country data, give no signs of 
improving the quality of the estimates. A condensed report of 
the respective experiments is presented in tables 3.8.6 to 3.8.8. 
From the statistical point of view, the most striking result is that 
it is not possible to reject the null hypotheses that аз is equal to 
0; moreover, neither can the null hypothesis that аз is equal to 1 
be rejected (not to mention the problem of parameter instability 
over time, and the appearance of some anomalous results, par- 
ticularly in the case in which the quadratic time trend variable is 
omitted). 

What is the reason for this lack of robustness? It seems that it 
mainly lies in the information content of the data. The varia- 
bility of the basic time series is simply too small to allow for 


344 See, for instance, the survey of J.C. Brada: ‘‘The Slowdown in 
Soviet and East European Growth’’, Osteuropa-Wirtschaft, vol. 30, 
No. 2, 1985, pp. 116-127; J. Klacek, and A. NeSporova: Produkéné 


funkce а modelovani ekonomického гии у CSSR_ (Production 


Functions and Modelling Economic Growth), Academia, Prague, 
1983; М. Cameron: ‘‘Economic Growth in the USSR, Hungary, and 
East and West Germany, Journal of Comparative Economics, No. 5, 
1981, pp. 24-42; P. Desai: ‘‘The Production Function and Technical 
Change in Postwar Soviet Industry: A Re-examination’’, American 
Economic Review, June 1976, рр. 372-381; М. Nashilovsky: “Ет- 
piryczna werifikacja funkcji produkcji Cobb-Douglasa’’ (Empirical 
Verification of the Cobb-Douglas Production Function), Ekonomista, 
No. 4, 1980. 
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TABLE 3.8.6 


OLS estimation results of a Cobb-Douglas production function 


Country Constant In(\/k) t 100*12 SEE D-W R? 

Bulganideeeac ce aca. — 0.103 0.932 0.077 —0.163 0.031 1.078 0.974 
(1.50) (136)? 0.12). . 289 

Czechoslovakia ..... —0.006 —0.595 —0.003 —0.316 0.016 1.741 0.979 
(0.16) (1.01) (0.11) (10.51) 

German Dem. Rep. .. — 0.018 0.317 0.016 —0.394 0.005 2.194 0.980 
(1.75) (2.14) (1.81) (3.80) 

Hungary, еее. — 0.091 0.674 0.071 —0.224 0.020 1.652 0.948 
3) ‚ (6 и (2.28) 424) 

Ро/апае ее cient. —0.042 —0.061 0.047 —0.628 0.047 1.517 0.960 
(0.58) (0.16) (1.26) — (6.42) 

Romaniannecre ot — 0.080 0.588 0.059 —0.246 0.018 1.672 0.965 
(2.62) (1.80) (3.04) (6.09) 

Soviet Unionee. ani — 0.048 0.433 0.038 —0.206 0.008 1.101 0.993 


(1.99) (1.12) (1.45) (9.10) 


Source: National statistical publications and ECE secretariat estimates. 


Note: The dependent variable is In(y/k). SEE is the standard error of the regression, D-W is the Durbin-Watson test statistics, and R? is 
the (unadjusted) multiple correlation coefficient. Numbers in parentheses are t-ratios. The period of estimation is 1970-1983 for all countries 
except Hungary (1970-1982). The critical value of the t-statistics at the 5 per cent level of significance is 2.23. Due to strong autocorrelation, 
the displayed t-statistics are upward biased, and hence comparisons with the critical level(s) give a too optimistic impression of the accuracy 
of the parameter estimates. 


TABLE 3.8.7 


OLS estimation results of a Cobb-Douglas production function using 
first differences of the data 


Country Constant а In(i/k) 100*t SEE D-W Е? 

Bul Sariayc дхн: 0.057 0.818  —0.163 0.031 1.215 0.231 
(1.52) (1.46) (0.70) 

@zechoslovakiaiaer n-ne eee 0.036 0.270 —0.530 0.019 1.646 0.583 
(0.88) (0.35) (3.69) 

сета ет ера 0.017 0.439 — 0.000 0.007 2.014 0.942 
(1.42) (2.07) (1.45) 

HUD Paty Ariss aes nice keer 0.095 1.125  —0.276 0.024 2.199 0.476 
(2.31) (2.25) (1.37) 

Ро оон tase 0.041 0.077 —0.911 0.056 1.292 0.325 
(0.72) (0.13) (2.18) 

NOMA vat. аа ae 0.055 0.652 —0.380 0.023 1.761 0.528 
(2.08) (1.47) (1.94) 

И ВО 6 ea ere ae eer 0.046 0.606 —0.364 0.008 0.960 0.752 


(1.74) (1.612) (5.36) 


Source: National statistical publications and ECE secretariat estimates. 


Note: The dependent variable is d In(y/k), where d indicates the backwards first difference operator. Numbers in parentheses are t- 
ratios. The period of estimation is 1971-1983 for all countries except Hungary. The sample period for Hungary is 1971-1982. 


The results of tables 3.8.6 and 3.8.7 are comparable in the sense that the constant term in table 3.8.7 corresponds to the coefficient of the 
time trend variable t in table 3.8.6, and the coefficient of t in table 3.8.7 corresponds to that of t2. 


TABLE 3.8.8 


OLS estimation results of a Cobb-Douglas production funtion with 
pooled cross-country data of eastern Europe and the Soviet Union 


Equation Constant а тк) 100% SEE D-W R? Sample period 
сена 0.039 0.384 — 0.409 0.029 1.253 0.323 1971-1983а 
(33) (1.93) (4.98) 
Дени tes 0.041 0.721 0.012 0.014 1.439 0.446 1971-1976 
(..) (4.29) (0.08) 
Зе оса 0.096 1.295 — 0.383 0.023 1.561 0.415 1977-1983 a 


(..) 0.9% (2.07) 
м—Ж ee err — 
Source: National statistical publications and ECE secretariat estimates. 
Note: The dependent variable is d In(y/k). Numbers in parentheses are t-ratios. Individual country intercepts were included in estima- 


tion; they are not, however, displayed. The unweighted average of these intercepts is reported as the constant term. The full sample includes 
90 observations. Estimation makes use of unweighted observations. 


а The last observation of the sample for Hungary is 1982. 
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precise estimation of any parameters. In particular, the stock 
of labour has been almost constant for total industry in the 
east European countries and the Soviet Union. Thus, the 
average annual growth rates of employment in these coun- 
tries during the period 1970-1983 are around 1 per cent (an 
unweighted average over all countries is 1.2 per cent, but if 
Romania is excluded the figure drops to 0.7 per cent). And, 
perhaps more importantly, the variations in the annual 
growth rates over time are very small. The latter property 
also holds for the growth rate of the capital stock and, toa 
lesser degree, of output. This also seems to be true for the 
branch-level data. On the other hand, the problem of 
outliers with this kind of data can be really serious. 


Unfortunately, there seems to be very little possibility of 
solving this puzzle. The use of a more sophisticated indicator of 
labour input would obviously make a great difference. The fact 
that the number of industrial employees has been constant does 
not, of course, provide any information of the behaviour of the 
““‘true’’ labour input measured in some sort of efficiency 
units. 345 Price/cost information, if available, could presumably 
change the whole situation. 


For the time being, therefore, it seems that it is not possible 
to calculate measures of TFP growth rates for the eastern 
European countries and the Soviet Union with any great preci- 
sion. As noted earlier, this means that the conclusions reported 
in this and various other studies should be considered with all 
due reservations. 


(b) Distinguishing between technological progress 
and technical efficiency change 


Thus far, the concept of total factor productivity change 
has-been used synonymously with the concept of tech- 
nological change. This means, however, abstracting from the 
analysis the role of efficiency change. Efficiency change, in 
turn, becomes an apparent focus variable if the so-called 
frontier production function approach is used as a 
theoretical frame of reference. 346 This approach has the ad- 
vantage of making a distinction between the best-practice 
production frontier (and the firms operating just at this 
frontier), and the average production relationship. A corres- 
ponding distinction can be made between the change of the 
best-practice production frontier and the change in all firms’ 
positions vis-d-vis the frontier. This first element can be 
termed ‘‘technological progress’? and the second element 
“technical efficiency change’’. 347 


Unfortunately, this kind of analysis cannot be carried out 


345 This point is indeed very much discussed in the literature of east 
European countries and the Soviet Union, and some empirical experi- 
ments have been made to construct quality indices for labour. Given 
the availability of data, there seems, however, to be no useful alterna- 
tive to the pure employment/man-hour measure. See, e.g., 5. Nagy: 
“Ап Analysis of Economic Growth with a Technical Progress Func- 
tion’’, Acta Oeconomica, No. 29, 1982, рр. 97-112; У. Spévacek: Ме- 
todologie dlouhodobych ekonomickych prognoz (Methodology of 
Long-Term Prognosis), SNTL, Prague, 1980; and O. Golosovskii and 
В. Grinchel: ‘‘Scientific-Technical Progress and National Income’’, 
Problems of Economics, May 1977, pp. 23-45. 

346 For an exhaustive survey on this approach, see F.R. Forsund, 
С.А. Lowell, and P. Schmidt: “А Survey of Frontier Production 
Functions and of Their Relationship to Efficiency Measurement’’, 
Journal of Econometrics, May 1980, pp. 5-27). 

347 See М. Nishimizu and J. М. Page: ‘‘Total Factor Productivity 
Growth, Technological Progress and Technical Efficiency Change: Di- 
mensions of Productivity Change in Yugoslavia, 1965-78”, Economic 
Journal, December 1982, pp. 920-936. 
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without serious computational and data problems. The es- 
timation procedure requires a rather complicated maximum 
likelihood routine (even though also some approximative 
linear programming methods have been proposed and ap- 
plied). 48 Also in terms of data, this approach makes 
heavy requirements; preferably one should have pooled 
time series/cross-section data from individual production 
plants. Unfortunately, this kind of data is hardly available 
for eastern European countries or the Soviet Union. 349 


Thus far, there are only two studies which apply this 
frontier production function approach to _ socialist 
economies. The study of Nishimizu and Page 350 makes use 
of Yugoslav data. The pooled data used cover 26 social 
sectors and eight regional cross-sections, the time period 
being 1965-1978. This study concludes that the role of 
technical efficiency had considerably changed in Yugoslavia 
in the beginning of the 1970s. Thus, the period 1965-1970 
could be characterized by generally improving levels of 
technical efficiency (together with significant technological 
process), while technical efficiency started to deteriorate 
thereafter—to such an extent that the deterioration 
dominated positive technological progress. 


The joint Soviet-American study of Danilin ef al. 
(1985), 35! in turn, makes use of Soviet micro-data consist- 
ing of 151 cotton refining plants which could be divided 
into two vintage categories (prior to 1961, and after that 
year; the sample year is 1974). Estimation is carried out 
by using the appropriate maximum likelihood method. The 
main result of this study is that the estimated mean 
technical efficiency is high and its dispersion is small. As 
far as technological progress is concerned, the respective 
average annual rate is estimated to be about | per cent 
(given, of course, the vintage specification). One inter- 
pretation of the results is that the potential gains in terms 
of technical efficiency change in the Soviet industry are 
relatively small, the result being thus in accordance with 
that of Nishimizu and Page (1982). 352 


Analyses carried out by the ECE secretariat point in the 
same direction as Nishimizu and Page (1982)353 and 
Danilin et al. (1985). 354 They indicate that the role 
of technical efficiency change in eastern Europe is not of 
significent positive importance. In order to give some 
flavour to the respective results, the following sample 
average values obtained with pooled cross-country data 
are presented: the average annual change rate of tech- 
nological progress and technical efficiency as well as the 
implied total factor productivity growth rate (table 3.8.9). 


348 See Nishimizu and Page (1982), op. cit. The use of the linear pro- 
gramming approach is commented in О. J. Aigner and 5. Е. Chu: ‘Оп 
Estimating the Industry Production Function’’, American Economic 
Review, December 1968, pp. 826-839. 

349 There is, however, one study which uses Soviet plant level data 
from cotton refining industry. Зее У. I. Danilin, I. $. Маегоу, S. 
Rosefielde and C. A. K. Lowell: ‘‘Measuring Enterprise Efficiency in 
the Soviet Union: A Stochastic Frontier Analysis’’, Economica, May 
1985, pp. 225-233. 

350 Op. cit. 

aS Ope cir. 

352 Obviously, there is a lot of disagreement concerning the result 
that the /еуе/ of efficiency is high in the Soviet industry. See for 
Desai and В. Martin: ‘‘Efficiency Loss from Resource 
Quarterly Journal of Economics, 


instance, P. 
Misallocation in Soviet Industry’’, 
August 1983, pp. 441-456. 
3 Op. cit. 
354 Op. cit. 
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TABLE 3.8.9 


Estimated components of total factor productivity growth (e) 
in eastern Europe and the Soviet Union 
(Рег cent, 1971-1982) а 


Total factor Technological Technical 
Equation productivity progress efficiency Data 
(1) GS ie Pep —0.8 Unweighted data 
р. 0.5 0.5 — Weighted data > 


Source: National statistical publications and ECE secretariat estimates. 


а The data are derived from the net output of total industry in Bulgaria, Czechoslovakia, the 
German Democratic Republic, Hungary, Poland, Romania and the Soviet Union. 


b The 1975 weights for gross industrial production are used in weighting the observations. 
The weights are based on ECE secretariat estimates. 


The estimation procedure is similar to the linear pro- 
gramming model used by Nishimizu and Page (1982). 355 

The results obtained indicate that, while technological 
progress has undoubtedly contributed positively to output 
growth, the role of technical efficiency change is less clear. On 
the basis of all results—with individual country data and with 
pooled cross-country data—it is tempting to conclude that the 
role of technical efficiency change in eastern Europe and the 
Soviet Union has not been of great importance, and that its real 
contribution during the last decade has presumably been nega- 
tive rather than positive. In general, however, the main explana- 
tion of the slowdown in output growth rates cannot be found 
from this source. 


(c) Searching for an explanation of the slowdown 
of output growth 

The previous sections have mainly addressed the difficulties 
which arise when the determinants of output growth in eastern 
Europe and the Soviet Union are analysed. Even though various 
measurement and estimation problems do exist, it should, of 
course, be possible to find some explanations for the slowdown 
of output growth rates at the end of the 1970s and the beginning 
of the 1980s. 

Of course, it should be recalled at the outset that all produc- 
tion function estimation results carried out in the ECE and 
elsewhere indicate that the contribution of technical change is 
continuously decreasing (see estimates for parameters a; and a> 
in equation (1) above included in tables 3.8.6 and 3.8.7). Even 
though the reliability of these results can be questioned, and 
even though the figures tell very little about causality—for 
instance in terms of the actual process of innovations, techno- 
logy imports, human capital accumulation—they may help to 
evaluate the importance of some ‘‘structural fundamentals’’ 
which certainly affect the growth rates. 356, 357 


455 Here can be examined the output elasticities of labour and capital 
which produce the TFP growth rates implied by the frontier production 
function estimation procedure (see column 1 of table 3.8.9). It turns 
out that the following possible values for a3 give the relevant range for 
the obtained values: 


е: LP” ‘еаз=.7 e:a3—= 16) e:az—=" е:аз=:4 era, —= 3 
unweighted .... Nea 229 22 #5 0.8 0.1 
weighted....... 0.5 25 1.8 152) 0.5 —0.1 


LP refers to the linear programming solution reported in table 3.8.9, 
a3s are the possible values of the output elasticity of labour. Clearly, 
the output elasticities implied by the linear programming solution for 
the frontier production function are not completely implausible (com- 
pare them, for example, with those in tables 3.8.6 and 3.8.7). 

356 Е. Silaev and A. Baramidze (1980), ор. сИ., present some 
estimates of the average contribution of scientific and technical 
progress with respect to labour productivity. These estimates imply 
similar values to those obtained in this study. 

357 Obviously, the functional specification of technical change in 
terms of the time trend variables is very crude, and it implies unrealistic 
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Even though technical change in its various forms does affect 
output growth rates, the growth rates of inputs need to be ex- 
amined to find out the underlying determinants of output 
growth. On this basis some very obvious explanations can be put 
forward. 


First of all, the growth rates of employment (measured in the 
number of employees) in the total industrial sector have been 
very low during the last decade (average annual growth rates of 
about 1 per cent) and even these growth rates are continously 
declining. Only capital inputs have grown at relatively high, but 
also clearly decreasing, rates. Thus, the direct contribution of 
inputs is also diminishing. But this does not necessary tell the 
whole story. The capital intensity of labour has also grown very 
strongly. This is not necessarily a problem if the elasticity of sub- 
stitution between these factors of production is one. But if the 
elasticity of substitution between capital and labour is less than 
one, the fastest growing factor will be hit more and more by de- 
creasing returns. It also means that the measure of aggregate in- 
put growth will increasingly reflect the slowdown in the growth 
rate of labour, and aggregate input growth will also slow down. 
In the extreme case, where the elasticity of substitution equals 
zero, the growth of output would, in turn, just equal the growth 
rate of labour input plus the contribution of technical change. 
This fact should also be borne in mind when evaluating the 
values of the TFP growth rates. The significance of this point 
for the analysis of eastern European countries and the Soviet 
Union lies in the fact that most of the empirical studies indicate 
that the elasticity of substitution is indeed less than one. 358 


During the course of this study, some experiments were also 
made to determine the value of the elasticity of substitution for 
the countries reviewed. In general, the results suggest that the ac- 
tual value of s is far below one. For instance, when the data from 
these seven countries were pooled, an estimate of 0.10 was ob- 
tained for the elasticity of substitution. (However, this par- 
ameter could only be estimated with a very large standard error. 
Hence, no attention should be paid to its exact value.) Thus, the 
huge increases in the stock of capital which have taken place in 
eastern Europe and the Soviet Union may suffer crucially from 
diminishing returns to factor proportions. Obviously, the low 
parameter value of s is not the real reason: this value only ref- 
lects some built-in rigidities of the production system. 


Most of the conclusions above are based on data from total in- 
dustry. One might thus ask whether some structural elements 
have either positively or negatively contributed to output growth. 
That is why it is worthwhile to consider branch-level data. 


Table 3.8.10 contains cross-sectional variances over branches 


asymptotic values for the contribution of technical change to output 
growth. It is still interesting to note that according to the estimation re- 
sults in table 3.8.6, for instance, the direct contribution of technical 
change for the first five years of the sample period is of the order of 
about 5 per cent, while the predicted effect for the last year in the data 
sample is no more than | or 2 per cent (being negative in the case of the 
German Democratic Republic). 

358 See, e.g., J. Klacek, and A. NeSporova: Produkéni funkce a 
modelovani ekonomického rustu у CSSR (Production Functions 
and Modelling Economic Growth in Czechoslovakia), Academia, 
Prague, 1983; M. L. Weitzman: Soviet Postwar Economic Growth and 
Capital-Labour Substitution’, American Economic Review, Sep- 
tember 1970, pp. 676-692; and М. Е. Cameron: ‘‘Economic Growth in 
the USSR, Hungary, and East and West Germany”’’, Journal of Com- 
parative Economics, No. 5, 1981, pp. 24-42; M. Goga: ““Meranie po- 
dielu extenzivnich a intensévnich faktorov na celkovom prirastku na- 
rodneho dochodku SSR ulpIne dynamizovanou vyrobnou funkciou 
typu CES’’ (Measuring the share of Intensive and Extensive Factors 
on the Total Growth of National Income in the Slovakian Socialist 
Republic), Ekonomicky Gasopis, No. 31, 1983: A. Sapir: ‘‘Economic 
Growth and Factor Substitution: What Happened to the Yugoslav 
Miracle’’, Economic Journal, No. 90, June 1980, pp. 294-313. 


as 
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TABLE 3.8.10 


— ‘ Sectoral growth rates of gross industrial production, 1971-1983 
(Variances in per cent) а 


Czecho- German 

Bulgaria slovakia Dem. Rep. 
LOTISESHS 0.33 0.03 0.05 
NOU PAS mena tae 0.42 0.04 0.05 
LOTS. certs te 0.97 0.09 0.04 
LOTS Ne es oe 0.18 0.03 0.07 
1075, 2 Ee 0.20 0.05 0.02 
1976901 45. 0.13 0.10 0.03 
LOT Te Se 0.16 0.11 0.02 
NOU Reinet seta 0.08 0.01 0.02 
1979 Siisis 0.06 0.03 0.07 
1980; A а 0.12 0.06 0.06 
LOS Lewin cos 0.69 0.02 0.09 
а ee 0.26 0.04 0.08 
OND а 0.21 0.02 0.05 


Source: National statistical publications and ECE secretariat estimates. 


* The computed cross-section variances are based on unweighted gross industrial production figures. The sample period for Hungary is 


1971-1982. 


for the growth rates of industrial output. These figures, taken 
in conjunction with branch data on the growth of output, 
employment, fixed assets and fixed assets per worker (not pre- 
sented here), and on capital and labour productivity changes, 
(tables 3.8.1 and 3.8.2 of subsection (i)) give some idea of the 
timing and the magnitude of structural change. In this connec- 
tion, possible differences between individual countries have 
been abstracted. As the tabulated Kendall Coefficients of 
Concordance (W) indicate, the course of development in the 
sample countries seems, in fact, to follow a more or less similar 
pattern. In particular, this is true for output growth. With the 
relative growth rates of inputs there seem, however, to exist 
more country-specific elements: 3°? 


Focus variable Ww Chi square 

Growth rate of industrial production . 0.7232 43.39 
Growth rate of industrial 

CiiplOVINENte eo. ee. wre Se 0.4495 26.97 
Growth rate of fixed capital ......... 0.4509 22.54 
Sectoral shares of industrial 

PLOCUCTION Meee eae 0 а 0.6859 41.15 
Owiput-capitalratio™. 2.2... ea 0.5018 25.09 
WAbOUr=Capital TatlO’s: se. ce she ct 0.3709 18.54 


It is not difficult to find out that the sectoral differences are 
generally very small. This is equally true for the growth rate of 
output as for the growth rates of labour and capital. The stock 
of labour has increased very slowly in almost all sectors; it is 
difficult to find a sector with clearly decreasing employment. 
As far as the growth of fixed assets is concerned, the general 
finding is that the growth rates are approximately of similar 
magnitude in all branches. 


One possible way of analysing the magnitude of the 
structural change is to compare the ranks of different branches 
in terms of, say, the sectoral shares of industrial production, 
Y;,/Y, the output-capital ratios, Y;/K;, and the labour-capital 
ratios, L;/K; for the first year of the sample period, 1970, and 
for the last year of the sample period, 1983. When this exercise 
is carried out, the following values of the Spearman Rank Cor- 
relation Coefficient, r,, emerge: 


359 It should be emphasized, however, that the null hypothesis of no 
relationship between cross-country rankings can be rejected in all cases 
at the 5 per cent level of significance (but not in all cases at the 1 per 
cent level) using the chi square approximation: xX? = k(N-1)W, for W 
(where k indicates the number of sample countries and N the number of 
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Hungary Poland Romania USSR 
0.14 0.09 0.17 0.04 
0.16 0.06 0.77 0.07 
0.14 0.06 0.24 0.07 
0.11 0.07 0.20 0.06 
0.12 0.05 0.17 0.04 
0.08 0.06 0.11 0.08 
0.02 0.04 0.14 0.05 
0.21 0.03 0.17 0.04 
0.07 0.43 0.13 0.06 
0.08 0.08 0.12 0.04 
0.20 0.23 0.07 0.03 
0.13 0.28 0.05 0.02 
0.07 0.05 0.04 
ИА Г: УИЮ УЕ. < 
ВШоама вт tec: 0.668 0.955 0.946 
Czechoslovakia ...... 0.918 0.955 0.973 
German Dem. Rep. ... 0.990 a с 
Un Say eee eee 0.927 0.823 0.946 
Poland: ее > 0.982 0.981 0.946 
Вотапа че 0.864 ве т 
ONC) IO Hee 0.927 0.964 0.991 


Clearly, the coefficients are very high, indicating that the 
qualitative differences between branches have remained almost 
unchanged. 360 Thus, it may be concluded that the growth соп- 
tribution of structural change has not been of great importance. 
This conclusion seems to be well in accordance with the very 
small variances reported in table 3.8.10. It is also in line with 
the outcome reported in subsection (i) above and in some other 
recent empirical studies. 36! 


Altogether, there are various aspects to the development of 
output growth in eastern Europe and the Soviet Union. Some, 
such as the low rates of employment growth and the decelera- 
tion of capital stock growth, are to some extent expected, given 
the level of development in these countries. However, some 
factors do not necessarily behave in a way which would be satis- 
factory from the economic policy point of view. It seems jus- 
tified to refer at least to the following factors: the small 
structural change contribution, the decrease in technological 
progress, the apparent lack of improvement in technical ef- 
ficiency and, finally, the low level of substitution possibilities in 
production. The last, in turn, imply diminishing returns to cap- 
ital and lower overall economic growth (to say nothing of 
problems resulting from relative prices). 


sectors). The critical value of Хо at the 5 (1) per cent level of sig- 
nificance is 18.31 (23.30). 

360 The number of branches is 11 for all countries except for the Ger- 
man Democratic Republic, where the number is 10. For other details, 
see footnote to table 3.8.6. The critical values of г; at the 5 per cent 
level of significance are 0.535 and 0.564 respectively, where the first 
figure refers to the case where the total number of branches is 11 and 
the second applies if the number is equal to 10. The corresponding 
critical values of г, at the 1 per cent level of significance are 0.727 and 
0.746 respectively. Thus, the hypothesis of no relationship between the 
values of г. for the selected indicators in the years 1970 and 1983 (in the 
case of Hungary, the last year is 1982) can be clearly rejected at the 1 
per cent level of significance in all cases except Bulgaria. 

361 See, e.g., G. Tuitz (1983), op. cit. When examining the time per- 
iod 1966-1979, Tuitz finds, for instance, that the structural component 
influenced labour productivity only to a very small extent. 


3.9 CHANGES IN RELATIVE PRICES IN 1970-1984 


The aim of this section is to give a quantitative assess- 
ment of changes in relative prices in the six east European 
countries and in the Soviet Union. Changes in overall price 
levels themselves are shown, but not scrutinized here, since 
these developments are regularly commented on in this pub- 
lication, at least as far as consumer and foreign trade prices 
are concerned. 362 But some of the methodological particu- 
larities of the underlying price statistics are discussed in de- 
tail, in order to facilitate a proper understanding of their 
content. 


There is little systematic reporting in the countries con- 
cerned about changes in prices or price formation rules, par- 
ticularly as far as producer (wholesales and procurement) 
prices are concerned. It is known, however, that despite an 
extensive scientific discussion on the subject, there is no 
single, universally accepted theory of price formation. The 
present empirical study, largely based on derived, implicit in- 
dices, suggests a similar conclusion with regard to recent 
price policies. 


In general, domestic prices are mainly cost-based, but in 
some countries efforts have been made to bring relative price 
proportions closer to relations prevailing on the world mar- 
kets (Bulgaria, Hungary, Poland). The picture is further 
complicated by the fact that, while prices are expected to 
fulfil several functions everywhere, the priorities among 
these various aims are not always unambigously ranked— 
either in public statements or in practice. А paragraph 
quoted below from the latest edition of the programme of 
the Communist Party of the Soviet Union might serve as an 
example: 


“It is necessary to perfect price formation in order to ensure 
that prices reflect more precisely the amount of socially ne- 
cessary costs, as well as the quality of the goods and products 
concerned. Prices should stimulate scientific-technological 
progress, resource savings, improvements in_ technical, 
economic and utility parameters, the introduction of new, mod- 
ern products and a general increase in efficiency.’’ 363 


A notable feature in the academic discussion on intensifica- 
tion, which is presently in the centre of policy debates in 
eastern Europe and in the Soviet Union, is that some leading 
economists give high priority to the issue of relative prices, 
even ranking them above economic indicators and incen- 
tives. 364 In the new Hungarian reform package, adopted in 
April 1984, it was also emphasized that relative prices, based 


362 Relative price changes in investment works covering the 1970- 
1981 period were analysed at length in United Nations Economic 
Commission for Europe, Economic Survey of Europe in 1982, New 
York, 1983, pp. 178-179. 

363 Pravda, 26 October 1985. 


364 The Nobel Prize-winning Soviet economist, L. У. Kantorovich, 
writes: ‘Flexible redistribution of resources, successful economic 
manoeuvre and the use of economic methods (prices, indicators, in- 
centives) can give a substantial positive impetus to production and 
consumption if they are conceived correctly, in time and scientific- 
ally well established’’. L. У. Kantorovich: ‘‘Nauchno-technicheskii 
progress-ekonomicheskie problemy’’ (Scientific-technical develop- 
ment-economic problems), EKO, 1985, No. 1, p. 5. 
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on world market relationships, should not be distorted by the 
influence of any other economic regulator. 36° But, on the 
whole, improvements in the system of price formation does 
not seem to be generally accepted as the main avenue for per- 
fecting the planning and management system. 


Comprehensive changes in relative producer prices are 
often introduced at the beginning of a planning period. In 
the past decade, this seems to have become even more fre- 
quent. Important modifications in prices were introduced in 
Bulgaria (1980, 1985), in the German Democratic Republic 
(1976, 1978-1979), in Hungary (1980), in Poland (1982), in 
the Soviet Union (1982, 1983) and in Czechoslovakia (1984). 
A common feature of these changes has been that the whole- 
sale prices of raw materials (particularly fuels) were raised 
nearly everywhere, both in absolute and relative terms. This 
was clearly a step, perhaps belated in some countries, toward 
adjusting domestic price proportions to the realities of the 
first half of the 1980s. 


The following discussion first briefly reviews derived (im- 
plicit) domestic price indices on the basis of the main sectoral 
and demand components of the usual NMP aggregates 
(NMP-produced, NMP-used). Next, changes in import price 
relatives are shown to illustrate the developments on markets, 
outside the individual countries. Finally, changes in consumer 
prices as a whole, and of some of their main constitutents, 
are analysed. 


(i) Implicit NMP price indices 


The price indices used to deflate the main components of 
output (net material product) are not published in any coun- 
try under review. The available time series, for output in 
both current and constant prices have therefore been used to 
reconstruct these indices. 366 Obviously, this approach can 
yield only partial and imprecise results; the findings should 
therefore be interpreted with due care. 


Not all countries reviewed even present national balance 
statistics in both current and constant prices. And even if 
they did, numerous difficulties would remain. Quite apart 
from insoluble difficulties, confronting time series at current 
and constant prices over a longer time span is always 
hazardous, since it may mix up changes in prices and changes 
in data registration methodology. In fact, only Czecho- 
slovakia (for 1975), Hungary (for 1983) and Poland (for 


365 See the address of В. Szikszai, Chairman of the National 
Material and Price Board, to a nationwide conference on the new 
reform initiatives. Gazdasdgi fejlddéstink és a gazdasagiranyitds 
tovabbfejlesztése (Our economic development and the further de- 
velopment of the economic control and management system), Kos- 
ив Konyvkiadé, Budapest, 1984, р. 56. 

366 A recent Bulgarian study used the same methods. G. 
Miniasian: ‘‘Makroikonomicheski vozproizvodstveny — strukturi’’ 
(Macro-economic structure of reproduction), [konomicheska misl, 
vol. XXX, No. 9, 1985. 
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1975) reported two full sets of figures for a year in which 
methodological changes were introduced. 367 


Furthermore, an important feature in the price statistics of 
most of the countries under scrutiny should be mentioned here. 
Prices are often derived as implicit deflators from the output 
data at ‘‘comparable prices’’ used in physical planning. Such 
deflators reveal only the combined effect of a number of indi- 
vidually approved price changes on aggregate output, sales or 
other value series. All other changes in value series are consid- 
ered, in practice, as measures of change in volumes—i.e., they 
are assumed to reflect changes in quality. (In reality, however, 
some of these volume changes may simply capture excessive 
and wasteful production expenditures.) This is one reason why, 
in Soviet statistics, for example, the term ‘‘comparable [2665 + 
does not necessarily mean ‘‘constant prices of a given уеаг””. 368 


In principle, changes in relative prices can fully offset each 
other’s effect, therefore in themselves they do not necessarily 
endanger the stability of the overall price level. As the last 
column in table 3.9.1 shows, in the Soviet Union, Bulgaria and 
Czechoslovakia these movements have indeed almost cancelled 
each other out. In Poland, the inflationary process went out of 
control in 1981-1982, but developments in price relatives were 
no different from the experience of other countries. Agri- 
cultural prices outpaced industrial prices everywhere, irrespec- 
tive of the pace of the overall price rise. In Hungary, this 
process was rather smooth, while in Bulgaria and Romania, the 
changes were introduced at intervals. 36° Similarly, construc- 
tion prices moved ahead of the industrial prices in all countries 
concerned (see chart 3.9.1). 


Assembling comparable time series on the uwtilization of 
NMP proved to be even more cumbersome. Complete results 
were obtained only for three countries: Czechoslovakia, 
Hungary and Poland (see chart 3.9.2). 


In these countries, the estimated price rises in social con- 
sumption are generally somewhat lower than for personal 
consumption—understandably, since it is easier for the price- 
setting authorities to control them. /nvestment prices (used to 
deflate net fixed capital formation expenditures at current 
prices) seem to have dropped sharply even in absolute terms in 
Czechoslovakia between 1973-1979. Subsequently, price rises 
brought the index back to slightly above the 1973 level. In 
Hungary, investment prices rose at a steady rate over the whole 
period, while in Poland the year 1982 brought a big jump in the 
prices of this sector, probably due to a similar jump in the 
prices of the construction sector. 


367 At a lower level of aggregation, implicit price deflators, in some 
cases, exhibit a degree of volatility in a particular sector which can only 
be explained by factors such as changes in statistical recording. The net 
output of the agricultural sector (Romania 1983, see chart 3.9.1) and 
the net output of the trade sector (Bulgaria 1971: —47 per cent, 1979: 
— 19 per cent) are typical examples. It is likely that certain statistical in- 
consistencies in the underlying data are also reflected in these results, as 
the statistical offices attribute some of the valuation discrepancies to 
the changes in these sectors. 

368 See, Metodicheskie ukazaniya К sostavleniyu gosudarstvennogo 
plana razvitiya narodnogo khozyaistva SSR, Moscow, 1980, pp. 182- 
183. A detailed analysis of the issue is to be found in F. I. Kushnirsky: 
“‘Methodological aspects in building Soviet price indices’’, Soviet 
Studies, vol. XXXVII, No. 4, October 1985. 

369 In the Soviet Union new agricultural procurement prices were in- 
troduced from 1 January 1983. According to Mr. М. Gluskhoy, then 
Chairman of the State Committee of the USSR for Prices, these new 
prices were expected to remain in force without any serious modifica- 
tion throughout the 1986-1990 period. N. Gluskhov: ““Planovoe tse- 
noobrazovanie: puty sovershenstvovaniya”’ (Planned price forma- 
tion—the ways of perfectioning), Kommunist, No. 3, February 1985, 
p. 45. 
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The lacunae in the published national aggregates in Soviet 
statistics permit analysis of developments only for the 1973- 
1984 period. Nor has it proved possible to separate out net fixed 
capital formation from changes in stocks within total net accu- 
mulation. In the accumulation process prices seem to have been 
practically unchanged until 1980, when an upward turn is 
clearly discernible. Interestingly, this time it cannot be ex- 
plained by a rise in construction prices. 


(ii) Changes in import prices 


Though it is well known that the turbulence of relative world 
market prices over the period reviewed did not leave the cen- 
trally planned economies unaffected, there is little direct 
information available about the size and incidence of such 
effects. 


In principle, CMEA prices have always been linked to world 
prices. Following post-1973 developments, they are now based 
on a Sliding average of the previous five years. However, for 
some internationally-traded staple goods (non-fuels, agri- 
cultural goods) it has recently been empirically shown that ac- 
tual CMEA transactions prices are not always directly linked to 
the development of world prices. 370 Moreover, a noticeable de- 
velopment is the growing share of trade among the socialist 
countries which, in fact, is transacted directly in convertible 
currencies on the basis of prevailing world market prices (all 
trade with Yugoslavia and China, intra-CMEA convertible cur- 
rency trade). 


As a first step in studying these developments, an approxima- 
tion of trade volume changes 37! was obtained by generating ag- 
gregate price deflators, using the following procedure. 372 


The exercise, based on regularly published Hungarian, Polish 
and some international price indices, assumes similar price 
trends in the actual transactions throughout the east European 
region. As primary data, the procedure generates a standard 
commodity structure of foreign trade by main directions—so- 
cialist and non-socialist markets—for the Soviet Union and six 
east European countries. The procedure is based on national 
and CMEA publications or on trade partner statistics. As a se- 
cond step, the price indices for individual countries on these 
markets, measured in transferable roubles and US dollars re- 
spectively, are reweighted with the national commodity struc- 
ture weights. 373 Though the underlying assumption of uniform 
foreign trade price developments is not entirely arbitrary, some 
reservations are in order. For example, there is much evidence 
that individual contract prices on the CMEA market are far 
from uniform among the countries, even for very specific cat- 
egories of traded goods. 374 


370 J. М. van Brabant: ‘‘World Prices and Price-Formation in Intra- 
CMEA Trade: Selected Empirical Evidence’’, Osteuropa Wirtschaft, 
vol. 30, No. 3, September 1985. 

371 Used in other parts of this publication, see e.g., Appendix table 
Balls: 

372 In fact, in this context it is more precise to talk about unit value 
indices, instead of implicit price indices, since, for foreign trade data, 
there is a greater probability than for national output and domestic 
utilization data, that the product-mix changed considerably within the 
time period under review. 

373 A more detailed description of the method is given in Economic 
Commission for Europe, Economic Bulletin for Europe, vol. 37, No. 
4, Pergamon Press for the United Nations, December 1985, chapter 4. 

374 For the contracting parties, as a Hungarian author explains it, 
“the price is only one element in a process of a global bilateral 
bargaining over a vast range of goods ... therefore it is not really 
decisive’. L. Csaba, Kelet-Eurdpa а vildggazdasdgban (Eastern 
Europe in the World Economy), Kézgasdasagi és Jogi Koényvkiado, 
Budapest, 1984, p. 87. 
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CHART 3.9.1 


Sectoral implicit price deflator indices 
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Changes in relative prices in 1970-1984 
CHART 3.9.2 
Implicit price deflator indices of final NMP utilization 
(1973 = 100) 
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Source: National statistics, 
a Total consumption. 


b Net accumulation. 
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TABLE 3.9.1 


Price changes, 1971-1984 
(Annual percentage change or indices) 


1984 
1971 +1972 1973 1974 1975 1% 97 1978 1979 1980 1981 1982 1983 1984 1973=100 
; 

sss 0.2 1-4 5110.3 

NMP deflator2 een sata cere —7.5 0.3 — 0.2 0.2 —0.4 —3.8 —0.1 1.4 9.8 1:9 — -0. : z 

Retail priceindex >*........ —0.1 — 0.2 0.5 0.4 0.2 0.4 1.6 4.6 13.9. 0.5 0.3 1.4 0.7 126. 
Czechoslovakia 

NMP deflator@............ — 0.8 0.2 _- 1.0 0.7 0.5 3.02.2 2.8 2.4 —1.2 5.6 rey 4.4 118.2 

Cost of livingindex® ....... —0.4 —0.4 OP Ora 0.6 0.9 1.4 1:5 3.0 3.4 0.9 4.7 ТЫ 0.9 120.3 
German Democratic Republic 

ММ Чеао Be Hb i oe 97 es Me 3 es - 7 ae ae 

Retail priceindex® ........- 0.1 —0.7 —0.6 —0.4 — — —0.1 —0.1 0.3 0.4 0.2 — — — ; 
Hungary 

ММЕЕНатог о“... 1.4 3.0 Stall 3.0 3.9 40 4.5 4.2 73 52 6.7 8.4 1 7.9 183.3 

Consumer price index’ ..... 2.0 2.8 323) 1.8 3.8 5.0 3.9 4.6 8.9 9.1 4.6 6.9 923 8.3 186.3 
Poland 

ммраеато о: 23 0:2 2.6 4.1 0.9 9.2 Se 7.4 5.6 9.3 20.7.1362 118 5.8586 

Cost of living index© ....... —0.2 2.6 6.8 3.0 4.7 4.9 8.7 6.7 9.1 24:4 101.5 23.0 15.6 5446 
Romania 

МОРЕ АО —0.6 —0.8 — 0.2 1.2 —0.4 —=1.1 0.2 1.3 —1.1 2A ат ES ee 119.6 

Retail priceindex4......... 0.6 = 0.7 il, 0.2 0.7 0.5 1.6 2.0 2 20 170: “SS АОИ 6 
Soviet Union 

ММВ ЧЕЙао р. —0.8 а —1.0а —1.2а —0.1 0.1 0.5 0.8 0.8 0.9 1.0. 2.0 3.5 1.0 1.5. 112.1 

ВеаПрисешаех о... о... —0.1 —0.2 — 0.1 0.1 — 0.3 0.7 1.31 “10% 1:0 3:8? 090 


Source: ECE secretariat estimates based on national statistics. 


Note: NMP deflators are estimated from published national accounts at constant and at current prices. Alternative indices for changes in its cost of living are calculated from national 


statistics. 
4 Estimates based on NMP produced. 
b Sales by state-owned retail outlets only. 
© Excluding services. 
4 Estimates based on NMP used for domestic consumption and accumulation. 
© Index computed for workers and employees in the socialist sector. 
Г Including fees and charges of various kinds. 
Е Including the costs of building or acquiring new dwellings. 
h Sales of the socialist sector only. 
i Based on rounded published indices (1970 = 100). 
J IMF, International Financial Statistics, December 1985. 


The emphasis here is again focused on the size of broad com- 
modity group price changes relative to those for total imports, 
since the impact of overall shifts in foreign trade price levels can 
easily be neutralized, if intended, through across-the-board ad- 
justments in exchange rates or foreign trade multipliers. 375 


The results of the simulation exercise, presented in chart 
3.9.3, give quantitative evidence for some otherwise often 
vaguely formulated statements. The price rise of fuels is para- 
mount for all countries. Between 1970 and 1984 imported fuels 
and energy (including petroleum products) became 2-3 times 
more expensive on both international markets. In the same 
period other production inputs have become less expensive on 
the socialist markets for most of the countries concerned. In the 
west, however, this price set moved hand in hand with the 
general price trend. Machinery prices plunged by some 30-40 
per cent, in relative terms, on the CMEA market. This pheno- 
menon, as well as the similar price behaviour of industrial 
consumer goods, clearly shows the ‘‘softness’’ of these items. 
Food also has been ‘‘devalued’’, despite the efforts of exporter 
countries to keep up with the overall changes in prices. In the 
socialist markets, the fall in food prices was 10-20 per cent, 
somewhat less than the decline of 25-30 per cent experienced on 


37° Accounting exchange rates are applied in some countries to 
convert foreign currencies into the national valuta currency units in 
which foreign trade values are recorded. 


western markets. This is in line with world market price move- 
ments. However, it is worthwhile to recall that domestic agri- 
cultural prices have clearly been rising relative to other prices in 
nearly all the countries concerned. 


Among the seven countries, Romania and the Soviet Union 
seem to have experienced a different price history than the 
other five nations. This reflects the fact that the latter countries 
are all importers of Soviet fuels, supplying in return other 
goods in the framework of long-term agreements. Romania, 
however, is the only CMEA member that regularly buys large 
amounts of oil at current world market prices. 


(iii) Changes in consumer prices 


Movements in relative consumer prices are of particular im- 
portance in all centrally planned economies, as households— 
contrary to the behaviour of large nationalized production units 
—react elastically even to small price changes. 376 

Since 1980, within the framework of an overall effort to 
service international debts (which often requires substantial 
transfers of goods from domestic markets to export), nearly all 

376 The Soviet author already quoted, L. V. Kantorovich, pointed 
out that a 10-20 per cent rise in Soviet air fares was enough to halt the 
increase in the number of air passengers between 1975 and 1980, and to 
induce travellers to use other means of transport; ОР. Сыр, 5. 


Changes in relative prices in 1970-1984 


of the seven countries under review have been forced to ease 
control over consumer prices in order to maintain equilibrium 
on the market. Only the German Democratic Republic 
succeeded in keeping the retail price level practically un- 
changed. In 1984, the Soviet Union, surprisingly, reported a 
gentle drop in the retail price index (see table 3.9. 1). 377 It is less 
_ clear, however, to what extent the regular or ad hoc price rises 
which have occurred modify the relative prices in a longer term 
perspective. 


A thorough comparison of consumer price changes is made 
difficult by the fact that each country has its own specific, and 
not always fully documented, approach to measure changes in 
cost of living. As the extensive list of footnotes in table 3.9.1 
shows, published consumer price indices have a rather different 
coverage. Bulgaria, the German Democratic Republic, 
Romania and the Soviet Union report retail price indices only, 


while the other countries also have alternative series (see table 
3.9.2). 


Beyond the differentiation in definitions, doubts also remain 
concerning the extent to which national statistical offices 
adhere to the most reliable price survey methods. The difficul- 
ties in this regard have already been briefly referred to above. In 
those countries where only retail price indices are calculated, 
adherence to the ‘‘comparable price principle’? may produce а 
turnover deflator, which is numerically different from price 
changes, as perceived by households. 378 


As shown in table 3.9.1, consumer price indices, or their na- 
tional surrogates, have seemingly moved roughly parallel with 
NMP deflators. 373 The difficulty arises, first, from the fact that 
the net material product by definition excludes state-provided 
services Originating in the non-material sphere. Second, it also 
excludes a non-negligible—and in fact growing—amount of 
privately produced services. Such price changes are not incor- 
porated in the deflator either. This practice is in full accordance 


377 It is rather unfortunate that along with this development, 
Romania completely stopped providing price statistics for national and 
some international publications (CMEA and ILO yearbooks), while the 
USSR has abandoned the generally followed practice and does not pub- 
lish price indices with one decimal accuracy anymore. In annual growth 
rate comparisons, this may distort the picture because of the increased 
significance of roundings. 

The СМЕА secretariat started to publish consumer price indices of 
the member countries as late as 1979. No methodological details are at- 
tached. An up-to-date description of the surveying techniques applied 
in the seven countries is to be found in an ILO publication, Statistical 
Sources and Methods, vol. 1, Consumer Price Indices, International 
Labour Office, Geneva, 1984, mostly based on national returns. 

378 With reference to the Soviet Union, the ILO confirms that the 
official index is ‘‘taken from the price list fixed by the State for the ob- 
servance of all trading organizations’’, op. cit., р. 269. 

379 The simple correlation coefficient (r) ranges from 0.73 (Czecho- 
slovakia) to 0.99 (Poland). 
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with the philosophy of the Material Product System, where the 
output of these services (legal or illegal) is regarded as a se- 
condary redistribution of the net material product. 


The results presented in table 3.9.3 show that in relative 
terms food prices slightly outpaced overall price changes 
practically everywhere. This finding is also in line with the 
changes in price relatives between different production ag- 
gregates noted earlier. Czechoslovakia is the only country 
where food became relatively cheaper than industrial goods. 
This is somewhat surprising, considering the high level of de- 
velopment of the consumer goods industries in that country. It 
may have reflected, however, slow progress in reducing unit 
costs in these industries. 


On the other hand, the data in table 3.9.3 seem to indicate 
that the effects of ad hoc corrections in food prices have a 
tendency to evaporate as time goes by. Even in Poland, where 
food prices went up at an annual rate of 140 per cent in 1982, 
the rapid overall inflation has already begun to push down rela- 
tive food prices. 380 


In this context, changes in meat prices deserve special atten- 
tion (table 3.9.4), because of the particular importance attached 
to them by the urban population of all seven countries concer- 
ned. Here the tendency just described for food is even more ap- 
parent. For the average east European consumer, neither the 
price of food in general, nor that of meat in particular changed 
significantly in relative terms over the period. In the Soviet 
Union, meat prices were reported to have remained the same 
between 1962 and the end of 1984. 38! 


Taking into account the various considerations and the empi- 
rical findings presented so far, it seems that all the centrally 
planned economies are making efforts to use changes in relative 
prices as an instrument of economic management. However, 
the observable movements are often not very large or very ro- 
bust, since in some instances there is a tendency to revert to the 
price relations prevailing in earlier years. 


380 Since most of the countries, as well as the CMEA secretariat, re- 
port price indices only for two identical sub-categories (food and non- 
food items), it would be superfluous to tabulate the complementary 
erosion of non-food prices. 


For the sake of comparison an identical calculation was carried 
out to show the development of food and non-food prices using the 
consumer price data of 13 west European countries. Apparently, there 
is no general trend in relative price developments. In the four Nordic 
countries, food prices hit a plateau in the second half of the 1970s, with 
an index of 113 (Norway, 1977). Subsequently they turned downward. 
On the whole, in 1984 the index still stood somewhat above its starting 
level. In Austria, Belgium, the Federal Republic of Germany, Italy and 
the Netherlands, food prices fell practically without interruption. In 
the United Kingdom the index reached 118 in 1977, but later on 
plunged back virtually to the level of the early 1970s. 


381 М. Gluskhov, op. cit., р. 47. 
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CHART 3.9.3 


Indices of relative changes in import prices , 1970—1984 
(Changes in total import prices = 100) 


‘Imports from non-socialist countries 


[353 Imports from socialist countries 


BULGARIA CZECHOSLOVAKIA GERMAN HUNGARY POLAND ROMANIA USSR 
Dem. Rep. 


Fuels and energy 485 


Other production inputs 2 


ue 107 103 105 101 Ss 105 


Machinery and equipment! 6 


99 97 


Source: ECE secretariat estimates, based on national and international sources. 
а Raw materials other than fuels and semi-manufactures. 

Ь Including means of transport. 

с Foodstuffs and raw materials for production, 


Changes in relative prices in 1970-1984 


TABLE 3.9.2 


Alternative cost of living indices in 1984 


(1973 = 100) 
ae aS 
: Czecho- German 
Bulgaria slovakia Dem. Rep. Hungary Poland 


Reported retail 


рисешадежаве. о 126.4 122.1 100.3 190.9Ъ 232.5 
Reported cost of 
livin index eee eee eee a. 120.3 a 186.34 544.6 


Estimated implicit price 

index for personal 

CONSUMPUON ao... aE ag 121.4 ae 184.2 548.1 
Estimated implicit price 

index for social 

CONSUMPLONee cree a 111.8 i 154.5 436.0 
Estimated implicit price 

index for total 

CONSUMpPHON ee ee. «cee a 118.3 oh 180.2 530.9 


OS 


Source: National statistics. 

4 For details, see also footnotes to table 3.9.1. 

b Excluding services. 

с IMF, Jnternational Financial Statistics, December 1985. 


4 Consumer price index. 


TABLE 3.9.3 


Indices of relative changes in food prices 
(Reported overall consumer price index = 100) 4 


Romania 


SS a a aa eee ee 


37.6° 


Soviet 
Union 


107 


109.6 


German 

Czecho- Democratic Soviet 

Bulgaria slovakia Republic Hungary Poland? Romania Union 
Чао аа чает 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
Рич 100.3 100.3 101.6 99.6 102.7 100.9 100.4 
OP ROS i err сие 100.3 100.5 101.6 100.0 102.6 101.5 101.6 
OTB se, еек 101.0 100.4 101.2 101.8 101.1 102.0 100.8 
OTA о. А. 101.6 100.2 101.2 101.2 100.5 102.6 101.2 
Е наз Ч 101.8 99.5 102.1 99.5 98.1 102.8 101.2 
СИ оо 102.0 99.7 102.7 100.2 98.0 102.7 101.2 
т кач 101.9 99.4 103.0 103.0 99.1 102.5 101.0 
о О 101.6 99.4 103.0 103.0 99.1 102.5 101.0 

ааа 103.2 97.4 102.6 105.5 99.8 101.3 100 

а eter о 112.9 94.5 102.2 104.4 103.2 101.0 100 

за е 112.7 98:7 102.0 103.0 101.6 100.7 101 

ПО Ве ГЫ: 113.1 98.6 102.0 104.2 119.2 LS 101 

LOSS Bach ress beret 114.9 98.1 102.0 102.5 108.4 she 102 

OSA i crcare nest tonne ohAvorars: + ай 98.0 102.0 103.3 109.9 113.4 103 


Source: National statistics; for Romania (1983-1984) national sources 
4 For national definitions, see table 3.9.1 


b Excluding alcoholic beverages 
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TABLE 3.9.4 


Indices of relative changes in meat prices 2 


(Reported overall consumer price index = 100)” 


German 


Czecho- Democratic Soviet 

Bulgaria slovakia Republic Hungary Poland Union 
Т.е 100.0 100.0 100.0 100.0 100.0 100.0 
а еть ть Ks 100.2 98.0 
оны Re ater coals ao 100.9 95.3 
ель 98.5 100.8 923 
О О cio. Ве оО а 99.6 100.3 2 90.6 a a 
СИЕ 99.2 100.0 102.0 87.3 88.0 100.0 
VOTO: ик: нес лай ameter are 99.0 991 100.2 ae 
OW Persia om inci oreo Ро 98.6 97.5 115.5 80.1 
о ор ея: 97.5 96.3 110.4 77.9 
POTD ore te ее 99.9 9355 =: 114.9 82.0 а 
к 114.7 90.4 101.5 WANES 85.6 99 
Ооо noes ЗО: 114.2 89.6 a 124.7 70.9 98 
ee OE AAS: ор eyo oe aaa 113.8 109.5 101.3 123.9 120.2 94 
1983s обо Ио отые 121.0 110.3 101.3 115.5 104.3 95 
1984 о Сы. ось 128.5 109.3 101.3 127.1 105.2 96 


Source: National statistics. 


4 Meat sold in retail outlets of the socialist sector. Bulgaria, German Democratic Republic, Poland: including meat products; Hungary: 


raw meat and offal only. Soviet Union: meat and poultry. 


b National definitions, see table 3.9.1. 


Chapter 4 


EAST-WEST ECONOMIC RELATIONS 


4.1 WORLD TRADE AND PAYMENTS 


The volume of world trade continued to grow in 1985, but at a slower pace. Falling prices adversely affected the 
exports of primary products. The volume of funds raised in the international financial market rose, but syndi- 
cated loans declined again. Prospects for an eventual solution to the international debt problem received 
a setback in 1985. On balance, faster growth in developed market economies should favourably affect debtor 


countries. 


(i) Faltering recovery in world trade 


After a rebound in 1984, the volume of world trade con- 
tinued to expand at a moderate rate of about 3-3.5 per cent in 
1985, more slowly than was expected a year ago. 382 Contrary to 
developments in the previous year, the advance was rather un- 
evenly distributed in nearly all respects (table 4.1.1 and 
Appendix table C.2). By the second half of the year, the deve- 
loped market economies’ trade expansion had lost much of its 
momentum, whereas the European centrally planned econ- 
omies were only about to recover from the winter which had 
severely affected their output and exports alike. 


In the year as a whole, the developed market economies were 
able to maintain trade growth, albeit at a much reduced rate. 
The volume of exports increased 5-6 per cent both in western 
Europe and in Japan, but remained virtually unchanged in the 
United States. Sluggish domestic demand in the major west 
European countries led to import growth similar to that of 
exports. By contrast, imports into North America once again 
grew substantially faster than exports, though the difference 
between the two rates has been narrowing (from 12 to 5 per- 
centage points) if compared with 1984. 

Mid-year forecasts expected exports and imports from and to 
the developing market economies to remain roughly at the 1984 
level. 383 In the light of changes in raw material prices and due 
to the general slowdown of output growth in the developed 
market economies, these estimates may have been slightly opti- 
mistic. Preliminary figures about trade developments in Latin 
America, for example, indicate that both exports and imports 
contracted by 1-2 per cent in real terms. The poor results of the 
oil-exporting countries of this continent are likely to reflect a 
general tendency valid also for other oil exporting countries of 
Africa and Asia. 384 


382 At the beginning of the year, growth in the 4-6 per cent range had 
been expected. See United Nations Economic Commission for Europe, 
Economic Survey of Europe in 1984-1985, New York, 1985, table 
Slain 

383 See IMF, World Economic Outlook, 6 October 1985. 

384 Total volume of exports from the five oil exporting countries of 
the region was more than 6 per cent below the 1984 level. See United 
Nations Economic Commission for Latin America, Preliminary Over- 
view of the Latin American Economy 1985, December 1985. 


TABLE 4.1.1 


World trade: recent changes in volumes and unit values, 1983-1985 
Un US dollar terms) 
(Percentage changes from the previous year) 


1983 1984 1985 
Trade volumes 
Exports 
Developed market economies ...... 2.4 9.4 4.8 
Developing market economies ..... 23 7.8 —0.5а 
European centrally planned 
ECONOMICS ey. ен teen 38 6.0° —0.5 
Totaliabovensss. оз: 2.6 8.6 Del 
Imports 
Developed market economies ...... 4.5 10.8 5.6 
Developing market economies ..... —1.9 2:1 0.4 а 
European centrally planned 
CCONOMMES yar siete sale wees 3357/ 5.0 4.8 
поагабоме ее: ое ь РАЙ toh? 4.2 
Unit values 
Exports 
Developed market economies ...... —3.4 —3.4 —3.7 
Developing market economies ..... —7.9 —0.3 —4.2Ъ 
European centrally planned 
ECONOMICS ое 02 1.0 1.0 
оао еее — 4.5 —2.1 
Imports 
Developed market economies ...... —5.5 —2.9 4.7 
Developing market economies ..... — 4.1 = Ilo) IY 
European centrally planned 
ооо Miss tees 1.3 ae 0.4 
‘Total abOVel rs т. а onstisre te dors —4.6 —52.0 
Terms of trade 
Developed market economies ...... Den — 0.5 1:2) 
Developing market economies ..... —4.0 0.7 —2.0° 
European centrally planned 
ECONOMICS es wench scars sana ews — 0.1 — 1.4 0.6 


i 
Sources and notes: As for Appendix table C.2. Data for 1985 are ECE secretariat estimates 
based on national and international sources 
а IMF estimates for the full year, based on information available in July 1985, in World 
Economic Outlook, October 1985. 


b January-June 
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In real terms, exports from the European centrally planned 
economies seem to have turned down in 1985, the first time 
since 1960. There was a drop in exports of the Soviet Union and 
only small export growth in the six east European countries. 
Imports into this group, on the other hand, grew at almost 5 per 
cent. 


In the developed market economies, manufactures exports 
outpaced the growth of total trade in 1984. In that year Japan, 
for the first time, became the world’s largest exporter of manu- 
factured goods, overtaking the Federal Republic of Germany 
and the United States. Judging by data for the first three quar- 
ters, in 1985 manufactures exports of the developed market 
economies seem to have decelerated to a rate similar to that of 
total exports. 


International prices of manufactures were fairly stable in the 
1983-1985 period if the effects of the change in the US dollar 
exchange rate is eliminated by measuring prices in SDR terms 
(table 4.1.2). This can be regarded both as a cause and a con- 
sequence of the prevailing disinflationary tendencies in these 
economies. 


Commodity prices fell at a rapid rate in the first three quar- 
ters of 1985. Expressed in terms of Special Drawing Rights 
(SDRs), this resulted in a 5 per cent price reduction on the pri- 
mary commodity imports of the developed market economies, 
but it meant a 9 per cent loss in average export prices for. the 
developing countries (table 4.1.2). In the fourth quarter, prices 
were reported to have begun edging up, largely due to the 
rebound of food prices, mostly attributable to the upsurge of 
the price of coffee. 385 In SDR terms, the aggregate price index 
of fuels and related materials exhibited a slight increase in the 
January-September period of 1985. 


TABLE 4.1.2 


Changes in international trade prices in US dollars and in SDRs 2 
by major commodity groups, 1982-1985 
(Percentage change from the previous year) 


1985 


1982 1983 198% Jan.-Sept. 

Manufactures > 

In US dollarterms...... 7) 4 3) —3 

IntermsofSDRs....... 4 —1 1 — 
Mineral fuels and related 

materials © 

In US dollarterms...... —7 — 12 — —3 

IntermsofSDRs....... 1 _9 3 1 
Non-oil commodities 4 

In US dollarterms...... —15 5 1 — 13 

омега ойэЮВ а... .... _9 9 5 _9 
Primary commodities ¢ 

In US dollarterms...... qi 4 1 _9 

Intterms о... _1 — 3 —5 


Source: United Nations, Monthly Bulletin of Statistics, December 1985 and UNCTAD, 
Monthly Commodity Price Bulletin, vol. V1, No. 1, January 1986. 


4 Special Drawing Rights as defined by the IMF. 
5 Export unit value index for manufactures of developed market economies. 
с Unit value of the developed market economies’ imports. 


9 UNCTAD combined index of market prices of principal non-oil commodity exports of 
developing countries. 


Dollar-denominated contract prices for crude oil remained 
practically unchanged throughout the year, though spot prices 
followed their vacillating, but clearly downward, trend for the 
fifth consecutive year; overall, prices were down slightly. 


385 UNCTAD, Monthly Commodity Price Bulletin, vol. V1, January 
1986; The Economist, 8 February 1986. 


East-west economic relations 


The sharpness of the fall of the spot price of oil in Janua: 
and February 1986 came as a surprise. Before the OPE 
meeting decided ‘‘to secure and defend for OPEC a fair sha 
in the world oil market consistent with the necessary income # 
meeting decided ‘‘tosecureand defend forOPECa fair shareintl 
world oil market consistent with the necessary income # 
Member Countries’ development’’, 387 traders interpreted th 
statement as an open-ended commitment to lower prices. Th 
commitment was bound to lead to a price war, as falling pric 
induced producers to increase sales volumes to reach targete 
income levels. 


Meanwhile, conventionally registered oil prices have becom 
increasingly less meaningful indicators of the underlying pric 
trend. The share of crude sold both at official contract prices ‹ 
at reported spot prices has been diminishing, as the volume ¢ 
crude sold on а ‘‘product realization’’ basis (netback sales, рг‹ 
cessing deals, etc.) increased. 388 


In the last quarter of 1985, OPEC members increased the 
output by 17 per cent. The largest exporter, Saudi Arabié 
raised output to 4.2 million barrels per day (mbd) in the Sey 
tember-December period, as against 2.4 mbd reported in th 
previous quarter. 389 At the end of December a barrel of crud 
on the spot markets brought $3-4 less than a month before. B 
the end of January, as the market convinced itself that Sauc 
Arabia was pumping oil at a rate of around or above 5 mbc 
prices fell by a further $8. 3% In February they were alread 
below $15. 


The causes of the unexpected price developments appear t 
lie on the supply rather than on the demand side. Deman 
stagnated and this has inevitably led to increased competitio 
among sellers. Since operating costs were still very much belo\ 
the prevailing market prices, 39! the temptation to give pric 
concessions was hard to avoid, in particular if warfare, heav 
debt burden or earlier commitments to ambitious developmer 
plans kept the exporting countries’ income requirements high. 


In 1985, the export and import unit values of the develope 
and developing market economies continued to fall in dolla 
terms for the fourth consecutive year. In the European centrall 
planned economies, by contrast, unit values in total trade regis 
tered a small rise. This stems from the fact that aggregate uni 
value changes in these countries’ trade reflect an average a 
movements in the declining current world market prices and a 
changes in (still-rising) intra-CMEA prices which adjust with 
lag to the former. The terms of trade changes worked agains 
the developing countries in 1985, while the two other group 
benefited slightly from the difference between the export an 
import price changes. 


The combined effect of eroding export prices and the decel 
eration of importsinto the developed market economies, and th 
United States in particular, had a rather unfavourable impac 


386 Petroleum Times Price Report, 1 December 1985, p.4. At the en 
of November 1985, the price for North Sea oil (Brent) was $30.20 pe 
barrel, in contrast to the average January 1985 price of $27.05 pe 
barrel. 


387 OPEC Bulletin, vol. ХУТ, No. 10, December/January 1986, р. 5 

388 International Energy Agency Oil Market Report, February 1986 

389 At annual level, however, the OPEC countries sold 7 per cent le: 
oil than in 1984. Total world supply also diminished in 1985, by an est 
mated | per cent. IEA, op. cit. 

3% Financial Times, 25 January 1986; Neue Ziircher Zeitung, 2 
January 1986. Later the true figure was estimated to have been aroun 
4.3 mbd. See IEA, op. cit. 

3" Production in the United Kingdom field of the North Sea wz 


reported to be still profitable at above $5 per barrel. Financial Time: 
25 January 1986, p. 7. 
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CHART 4.1.1 
Balance of payments on current account, 1980—1985 
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Source : ECE secretariat estimates, based on in- 
formation published in OECD, Economic Outlook (38), 
December 1985; IMF, World Economic Outlook (Re- 
vised), October 1985, and national sources. 

a OECD countries. 

b Аз defined by the IMF, 

c With the market economies. 

d Forecast for the end of the year. 


on the performance of many developing countries. Besides raw 
material exporters, even those regions suffered which usually 
showed rapid growth. Asian newly industrializing economies 
like Hong Kong, Singapore, Malaysia, or Taiwan registered 
output growth rates that were half or even less than those of a 
year ago. Those heavily indebted countries—like Brazil, Vene- 
zuela, Philippines and Peru—which traditionally ship more 
than one quarter of their exports to the United States, were all 
strongly hit by the slowdown of American imports. In fact, 
these countries, with the exception of Brazil, in the first three 
quarters of the year sold substantially less on the US markets 
than a year earlier. 


In 1985 there were no dramatic changes in the global pattern 
of current account balances (chart 4.1.1). The developed 
market economies’ combined current account deficit seems to 
have diminished again. The widening of the United States’ 
deficit from some $100 billion in 1984 to $110 billion was en- 
tirely offset by the improvements in the other major market 
economies’ balances.**? It is noteworthy, because of its possible 
trade policy implications, that the biggest surplus country in 
the world, Japan, reached a record surplus ($47 billion) at a 
time when its merchandise imports were actually diminishing— 
in value terms by nearly 5 per cent. The weak trade perform- 
ance of the European centrally planned economies resulted in a 
narrowing of their combined convertible currency surplus. It 
remains to be seen whether this was only due to the combina- 
tion of exceptional circumstances or caused by the gradual 
exhaustion of additional export resources. 


The outlook for world trade in 1986 is significantly affected 
by the fall in oil prices. Another factor of substantial impor- 
tance is the currency realignment which started in the latter part 
of 1985. This should bring to a halt the downslide of United 
States’ competitiveness and help to correct that country’s large 
deficit which has been a threat to the world trading system. The 
trade impact of the adjustment of the exchange rate of the 
dollar will begin to make itself felt in the course of 1986, but 
may well be neutral as concerns world trade volume—an accel- 
eration in US export growth being offset by a slowing in import 
growth in that country. 


Available evidence suggests that the impact of the oil price 
erosion on economic activity in the developed market econ- 
omies will be positive (see section 2.2). Faster growth at the core 
of the world economy will provide a general stimulus to volume 
growth in world trade which is also bound to benefit the exports 
of developing countries. This should more than offset a con- 
trary effect stemming from the revenue loss and declining 
import capacity of fuel exporters. The distribution of benefits 
and losses is likely to be uneven, however, and some trade flows 
which depend significantly upon the earning power of fuel 
exporters may well suffer a setback. This includes east-west 
trade in which oil-based export revenues of the Soviet Union 
and some east European countries have traditionally played a 
large role. The possible impact of the ‘‘third oil shock’’ on east- 
west trade prospects are analysed in some detail below (section 
4.4). 


The oil price decline, however, also has again brought to 
centre stage the potential threat to the world financial and tra- 
ding system stemming from the precarious situation of certain 
debtor countries. A number of medium-size indebted countries 
— Mexico, Nigeria, Venezuela, Poland—depend significantly 
on revenues from fuel exports which are or could be seriously 
eroded by these price developments. Recent developments in 
392 See Economic Report of the President, prepared by the Council 
of Economic Advisors, Washington, 1986, p. 375. 


236 


the world financial and debt situation will be examined in the 
following subsection. 


(ii) Developments in the international financial markets and 
the debt situation 333 


Developments in the international financial markets 


A record level of funds was raised on the international mar- 
kets in 1985 (table 4.1.3). 394 The buoyant activity was sup- 
ported by a large volume of debt-refinancing involving bond 
issues and bank loans. Both types of instruments became 
available at significantly lower cost owing to the decline in interest 
rates from the record high levels prevailing several years ago 
and also because of the narrowing of contractual spreads on 
loans to historically low levels. Other determinants of financial 
activity, including business investment, economic growth, and 
international trade appeared to be of secondary importance. 


In terms of credit instruments, all of the increase in market 
activity was accounted for by Eurobonds, which constitute the 
predominant segment of the rapidly expanding external bond 
market. By contrast, loans, comprising syndicated loans and 
other international facilities, remained roughly unchanged. 
Within the loan aggregate there has been a trend away from tra- 
ditional syndicated loans. They accounted for only about 15 per 
cent of the market in 1985, down from about one third in the 
peak years 1981-1982. An important factor underlying this con- 
traction has been the increasing preference of borrowers with 
the highest credit ratings for alternative means of finance, es- 
pecially through the bond markets and note issuance facilities. 39 
The latter instruments have been among the fastest growing 
components of international back-up facilities which, if 
merger-related standbys are excluded, now exceeds the syndi- 
cated loans in importance. 


Despite the overall rise in market activity, most developing 
countries found it more difficult to obtain loans. Credits raised 
by this group continued to decline to some $27 billion in 1985 
and now represent less than 10 per cent of the funds market. 
Only one half of the credits negotiated in 1983 and 1984 and 
some two thirds in 1985 (some $12 billion in the latter two 
years) represent new voluntary lending by financial institu- 
tions. 396 Five developing countries—Algeria, China, Malaysia, 
South Korea and Thailand, plus Hong Kong, accounted for 
some four fifths of this borrowing. Heavily indebted borrowers 
with debt-servicing problems, including Latin American coun- 
tries, have had access to this market only in conjunction with 
umbrella rescheduling agreements. 


The slight downturn in southern Europe’s borrowing in 1985 
owes to appreciably lower credit takings by Spain, which more 
than offset expanded borrowing by Greece, Portugal and 
Turkey. A considerable share of Spain’s activity in the market 
was aimed at renegotiating old credit lines, net borrowing re- 
quirement having been curtailed because of an improved current 
account. Of this group, only Yugoslavia has not been in a pos- 
ition to raise funds, owing to its heavy external debt burdens. 


393 This section complements other parts of this Survey in which 
issues involving external finance are raised: southern Europe (in section 
2.7) and especially east-west economic relations (sections 4.2-4.4). 

394 The data in table 4.1.3 include merger-related standbys and re- 
negotiations and they are not adjusted for double counting. 

395 OECD, Financial Market Trends, October 1985, р. 34. Typically, 
contractual spreads applying to note issuance facilities are one-half (or 
even less) of those current in the syndicated loan market. 

396 These percentages are OECD estimates (OECD, Joc. cit., р. 43). 
The balance of the credits were provided under the umbrella of re- 
scheduling packages. 


East-west economic relations 


Funds raised by eastern Europe and the Soviet Union reached 
an all-time high of $5.2 billion. This volume, taken together 
with other indicators — a further widening in the range of eas- 
tern borrowers, appreciably improved credit terms, and some 
diversification in currencies in which loans are denominated — 
represents a normalization in credit market relations for most 
of these countries. A liquidity crisis and constricted access to 
credits in 1982 had reduced eastern credit takings in the funds 
market to less than 1 billion dollars. 


East European and Soviet borrowings were concentrated in 
syndicated funds. In fact, they have been the only group of 
countries providing some buoyancy to what has otherwise been 
a contracting segment of the market, as noted. In the first 9 
months of 1985, their share of total syndicated loans exceeded 
10 per cent (a figure last attained in 1975), as compared with 5 
per cent in 1984 and less than 2 per cent in 1983. 337 


Hungary is now believed to be the first east European 
country to enter into the booming renegotiation activity of 
sovereign debt, by renegotiating the terms of a $210 million 
bankers acceptance facility originally arranged in 1984. Re- 
ductions in the acceptance commission received by participating 
banks and in the contractual spread over LIBOR are being 
sought and the maturity is to be extended from 1987 to 1990. 398 


Recent developments in the global debt situation 


The progress made toward easing the international debt 
situation in 1983-1984 received a setback in 1985. Prior to 1985, 
current account imbalances of debtor countries had improved 
appreciably and, in the case of the developing countries, 399 had 
declined to the lowest levels since the 1970s. Exports generally 
performed well, reserve positions improved and, certain types 
of financial credits developed favourably. As a result the accu- 
mulation of debt slowed and, on the whole, the debt burden. 
lightened somewhat, or, depending on the measure, ceased to 
increase (see table 4.1.4). However, other indicators of 
domestic economic activity—economic growth, per capita 
income, employment, and inflation—generally performed 
much less favourably in the majority of the highly indebted 
countries. Based upon projected economic growth in the deve- 
loped market economies in 1985, the outlook had been for fur- 
ther improvement in external financial positions. 


Underlying the deterioration or lack of improvement in debt 
indicators of debtor countries in 1985 was a generally weak 
export performance. While only partial-year and sometimes 
geographically incomplete data are now available, they indicate 
that the export earnings of all groups treated here—developing 
countries, oil exporters, and eastern Europe and the Soviet 
Union—turned downward to different extents, despite the con- 
tinued expansion of the industrial market economies’ imports. 
Only southern Europe’s exports advanced marginally in value 
terms. The slowdown in the expansion of import demand in the 
developed market economies (mainly in the United States), in 


397 OECD, loc. cit., р. 39. 


398 Financial Times, 18 February 1986. A recent exercise by the 
German Democratic Republic, covering $1.5 billion in loans, involved 
only technical changes in loan terms, but not a cut in interest Margins. 


3° Throughout this section, ‘‘developing countries’’ pertain to the 
IMF’s grouping ‘‘capital-importing developing countries’’ less the 
IMF’s grouping, ‘‘Europe’’. The IMF defines capital-importing de- 
veloping countries as all developing countries except eight Middle Eastern 
oil exporters (Iran, Iraq, Kuwait, Libya, Oman, Qatar, Saudia Arabia, 
the United Arab Emirates). IMF, World Economic Outlook, 
Washington, D.C., April and October 1985. Most of the data relating 
to the developing countries are based upon the revised projections in 
the October paper. ‘‘Southern Europe’’ includes Greece, Portugal, 
Spain, Turkey and Yugoslavia. 
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TABLE 4.1.3 


Funds raised on the international markets, by instrument 
and borrower, 1982-1985 
(т billions of US dollars) 


1982 1983 1984 1985 
eee ee aN ИО ss дор 
HASTEN NS te PE HORS ee Ae aE aR aan es | 179.1 157.8 228.8 283.3 

By instrument: 
od Бора seit оо cates atts... oi 1555) пт 111.5 167.7 
арене вооон лена Ни Ча... 103.6 80.7 117.3 115.6 
of which: 
Syndicated Тао Ее, к, cco 98.2 67.2 62.0 5) 
Other international facilities................ 5.4 13.5 55:3 56.5 
By borrower: » 
Industrial market ECONOMIES Sires fe. ЗО. 115.6 104.4 171.5 224.3 
ОНО ен ооо hance «oe 53.3 43.8 45.5 43.3 
of which: 
SouthermEurope! ион, зо. 6.8 7.8 9.4 9.0 
Middle east oil ехроцег$ *.................. 2 2.4 Я 2.2 
Other developing countries®................ 43.6 32.5 31.0 27.4 
Eastern Europe and the Soviet Union! ....... 0.7 1.1 3.4 5.7 
Source: OECD, Financial Statistics Monthly, Paris, January 1986. 
а Includes merger-related standbys and renegotiations. 
> Excludes international development institutions, other countries and unattributable. 
© OECD, less Greece, Portugal, Spain and Turkey. 
d Greece, Portugal, Spain, Turkey and Yugoslavia. 
© See definition in text below. 
f Includes CMEA banks. 
TABLE 4.1.4 
Debt indicators, by major region 
(т billions of US dollars and per cent) 
1980 1981 1982 1983 1984 — 1985* 
Developing countries а 
Gross debt(S billions) ta. t2).2s6 ease - 2 506 602 691 746 ТИ ae Oe: 
Debt-export ratio (%)) <2... 63.0660 111 127 155 168 160 166 
Debtiservice ratio (0)... .:.2 a2 4 sees 17 21 24 22 703) 25 
Interest payment ratio <....4).. <n. 9 12 14 14 14 14 
Reserves (ФИННОВ). Jia). Joe oe oe tee.» 111 107 97 105 121 126 
Reserves-imports ratio..............-- 21 18 18 Al 23 23 
Southern Europe» 
Grossidebt(S DuLOnS) k. 43-56. 74 84 89 92 98 101 
Debt-exporttavio (9%) 93 97 105 116 113 115 
Debtserviceratio (%) ее. 16 19 20 23 26 25 
Reserves (§ billions) .................. 18.5 16.7 12.6 12.6 17.4 18.9 
Reserves-imports ratio............---- 20 17 13 14 20 21 
Eastern Europe and the Soviet Union‘ 
Gross debt 9 (§$ billions) ..........--..- 92 97 91 88 85 96 
Debt-export ratio (№) ..........------ 130 135 122 116 110 138 
Interest payment ratio (net)...........- 1] 14 12 9 9 9 
№ езегуе < (ФОЦИО 0$): Ее. 2 - 15.7 15.2 16.4 19.7 2 245 
Reserves-imports гаНо ‹............... 21 25 30 35 43 
Total above 
672 783 871 926 960 1009 


Gross debt ($ billions) ..........:..... 


i ыЫ— 
Sources. Developing countries: based upon IMF, op. cit. (October), various tables; southern Europe: national sources and ECE 


secretariat estimates; eastern Europe and the Soviet Union: 
а Ratios reflect trade in goods and services. 
b Ratios reflect trade in goods, services and transfers. 
с Ratios reflect merchandise trade with market econom 
4 Jn convertible currencies only. 
е Assets held at BIS reporting banks only. 


same as table 4.3.5. 


ies only. 


7 


238 East-west economic relations 
Ce a ИИ 


conjunction with lower oil and commodity prices, depressed 
developing country export receipts. 


The net outward transfer of resources has been a continuing 
negative factor from the point of view of economic growth in 
the developing countries. On the one hand the net interest and 
profit payment of these countries have remained at high levels 
while the net inflow of capital has contracted. This latter de- 
velopment itself has been the outcome of reduced inflows of 
financial credits and substantial outflows of private capital. 4° 


On the side of positive developments, some relief has been 
realized through the fall in nominal interest rates—about 2 per- 
centage points for the US dollar in which some 90 per cent of 
developing countries’ floating rate liabilities are denominated. 
Real interest rates, which take into account price changes in the 
developed market economies, are down less since the inflation 
in these countries has eased noticably. 


Also, commercial banks have continued to add substantially 
to their loan-loss reserves and have greatly expanded their 
capital base. As a result, they are now less vulnerable than at 
the onset of the debt crises to adverse development affecting 
their credits to developing countries. 4°! 


Thanks to the strong adjustment policies implemented by the 
developing countries, their current account deficit contracted 
from around $100 billion in 1981 and 1982 to about $35 billion 
in 1984. Estimates made by the IMF in October 1985 foresaw 
little change in the deficit in 1985. Measures of debt burden 
were, on balance, projected to deteriorate (table 4.1.4). While 
no change in the developing countries’ interest payments ratio 
was foreseen, the debt service and debt export ratios were 
expected to turn up again. On the positive side, however, some 
of the rise in gross liabilities was to have been attributed to the 
further amelioration in reserve positions and the depreciation 
of the US dollar. 


However, it is now likely that the developing countries’ 
export performance was weaker and that their trade balances 
deteriorated more than foreseen earlier by the IMF. 4° Data on 
the trade of the developing countries are presently available 
only for the first three quarters of 1985 and only reflect the seg- 
ment of their interchanges with the industrialized countries. 
These show a 5 per cent fall in the developing countries’ 
exports. 403 Although their imports also declined (by 2 per cent) 
the current account deficit is likely to have turned out larger. 
Accordingly the external debt and debt burden indicators pre- 
sumably turned up more sharply than had originally been esti- 
mated by the IMF. 


Economic activity in the developing countries also appears to 
have been disappointing in 1985. The final output growth rate is 


400 According to Mr. R. Leigh-Pemberton, governor of the Bank of 
England, flight of capital from Latin America alone can be estimated 
at some $80 billion since 1981, an amount equal to the foreign debt 
incurred by those countries since that year. International Herald 
Tribune, 28 January 1986. 

401 Morgan Guaranty Trust, World Financial Market, September/ 
October 1985, p. 4. 

402 The IMF projections for 1985 were based upon growth rates for 
the value of export and imports of about 2 per cent (excluding the 
Middle Eastern oil producing countries). 


403 The industrialized countries absorb a considerable share of total 
developing country exports and therefore export to them are probably 
a good indicator for total flows. Preliminary figures for Latin 
America’s total exports indicate a contraction of 6 per cent, while its 
imports were some 2 per cent lower. Thus, its merchandise trade and 
current account balance of payments deteriorated. United Nations 
Economic Commission for Latin America and the Caribbean, Prelimi- 
nary Overview of the Latin American Economy 1985, December 1985. 


likely to be somewhat below the 2.1 per cent recorded in 
1984. 404 Such a figure would imply only a scant rise in per 
capita product and leave its level significantly below that of the 
early 1980s. This stagnation in living standards and the lack of 
prospects for significant improvement have been the cause of 
mounting concern, particularly since the feeling has grown that 
the populations of some countries have reached the limits of 
belt-tightening. Accordingly the authorities in the developing 
countries have been increasingly insistent on the need for more 
growth before undertaking additional adjustment. Their credi- 
tors, on the other hand, have emphasized the need for growth 
and adjustment to proceed simultaneously. 


Southern Europe has effectuated considerable adjustment in 
its external balances since 1980 when its current account deficit 
peaked at some $14 billion. By 1984, the deficit had been com- 
pressed to only $1.5 billion and is likely to remain unchanged in 
1985. Accordingly, the accumulation of external debt has 
slowed noticably, surpassing $100 billion at the end of 1985. 
Apparently a portion of the accretion in liabilities has gone to 
bolster international reserves. They now cover over two and a 
half months’ imports of goods, services and transfers at the end 
of 1985. A further expansion of export of goods, services and 
transfer receipts by an estimated 2 per cent is expected to leave 
the debt export ratio marginally higher in 1985 and the debt ser- 
vice ratio down slightly. According to this latter measure, the 
debt burden is still high by historical standards, but appears to 
have peaked. 


For eastern Europe and the Soviet Union combined, the 
trend toward improving current account balances vis-a-vis the 
market economies was reversed in 1985 when a surplus of over 
$9 billion recorded in 1984 was reduced to some $1 billion. 
Gross external debt started to rise again, further asset accumu- 
lation and especially the depreciation of the US dollar contribu- 
ting to this outcome. About one half of the eastern debt is de- 
nominated in non-dollar currencies which rose some 20 per cent 
against the US doliar, thereby raising eastern indebtedness by 
some 10 per cent in US dollar terms. 405 A sharp downturn in 
the export of goods to the market economies in 1985 added to 
the debt burden for the region as measured by the debt/export 
ratio. However, the interest payments ratio remained 
unchanged since interest payments also declined. Eastern 
reserves, measured here only as eastern deposits in BIS re- 
porting banks, continued torisein 1985, increasing to over five the 
number of months of imports covered. 


Global debt, defined as the sum of the external gross in- 
debtedness of the developing countries, southern Europe, eastern 
Europe and the Soviet Union, is estimated to have reached 
some $960 billion in 1984 and to have exceeded $1,000 billion in 
1985 (table 4.1.4). The overwhelming part (some four fifths) is 
accounted for by the developing countries, the remainder being 
about equally shared by the two other groups. 


Prospects 


While the recent significant drop in oil prices may be 
expected to have an overall beneficial effect upon the evolution 
of the global debt situation, the adverse impact upon the 


404 Latin America’s GDP rose by 2.8 per cent in 1985 compared with 
a rise of 3.2 per cent registered in the previous year. This permitted an 
increase of some 0.5 per cent in per capita product which stood at a 
level of almost 9 per cent below that of 1980. In fact, growth in the area 
was concentrated in very few countries, especially in Brazil (7 per cent). 
405 Exchange rate changes have a smaller proportional effect on the 


US dollar debt of the developing countries since the non-dollar com- 
ponent is much smaller. 
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external balances of certain highly indebted oil-producing coun- 
tries has evoked considerable concern. On the side of the deve- 
loped market economies, the cut in oil prices is generally 
expected to spur economic growth (as discussed in chapter 1) 
with concomitant implications for their import demand. Their 
output may expand by more than 3 per cent, a rate which is 
generally taken as a minimal precondition for some progress in 
the international debt situation in the absence of a substantial 
decline in interest rates. However, it should also be remembered 
that an only somewhat slower rate of economic expansion in the 
developed market economies in 1985 did not automatically 
result in favourable export performance on the part of highly 
indebted nations. That experience pointed to the importance of 
the geographical pattern of import growth in the developed 
market economies. The United States, which had a very high 
pace of imports absorption in 1983 and 1984 also has a high 
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propensity to import from the developing countries. Further- 
more, any increase in protectionism could also offset the bene- 
fits of more buoyant economic growth. Indeed, more favourable 
prospects for domestic economic activity and employment 
could help to diffuse calls for additional protectionist measures. 
The recent co-ordinated reduction in the interest rates on 
several key currencies would tend to reduce debt burdens. 


For most developing countries, appreciably lower oil 
import bills should take some pressure off their current 
accounts, permitting them to step up imports and/or facili- 
tating their servicing of debt. The immediate challenge, 
however, is to oil-exporting countries such as Mexico, 
Nigeria, and Venezuela on the one hand, and international 
financial institutions on the other, to develop and implement 
plans for preserving their solvency. 


4.2 EAST-WEST TRADE “ 


In 1985, eastern exports to the west faltered. East European deliveries were down slightly while those from the 
Soviet Union declined sharply. Internal factors appear to have been the main cause. East European impori 
growth gained momentum, causing some narrowing of the trade surplus. The Soviet Union swung into deficit. 
The review below analyses western imports by country of origin and destination and by commodity (subsection 
(ii), followed by an analysis of western exports т a parallel fashion (subsection (iii)) and a review of changes in 
western trade balances (subsection (iv)). Subsection (v) offers some observations on the causes of the downturn 


of eastern exports. 


(i) Overview 


Last year eastern exports to the developed market economies 
faltered following a three-year recovery. In the first three quart- 
ers of 1985 east European exports were down slightly in real 
terms while those of the Soviet Union declined appreciably. In 
both cases, these results represent some improvement compared 
with those recorded earlier in the year when trade was adversely 
affected by an exceptionally harsh winter. Nevertheless, other 
factors, possibly of a more long-term nature, e.g., declining oil 
production in the Soviet Union, also played a role. After 
several years of decline or stagnation, east European imports 
from the west had turned up in 1984 and they gained mo- 
mentum in 1985. In part, the quickening pace in 1985 reflected 
purchases to compensate for supply shortfalls which arose dur- 
ing the course of the winter. As a consequence of the weak ex- 
port performance and buoyant imports, eastern Europe’s trade 
and current account surplus with the market economies nar- 
rowed somewhat. By contrast, the Soviet Union’s imports from 
the west slowed in 1985, mainly because of sharply reduced 
grain imports from North America in the third quarter. Despite 
that downturn, the Soviet Union’s trade and current account 
balance went from a substantial surplus to a small deficit in 1985. 


Eastern Europe’s borrowing in the financial markets in 1985 
reached a record level, but most of this appears to have been in- 
tended to consolidate further these countries’ external financial 
position through the building up of assets, restructuring of ma- 
turities and lowering costs. Hence, the increase in net debt in 
US dollars which is estimated for 1985 is due exclusively to the 
sharp depreciation of the US dollar against other currencies. 
The exchange rate factor is also partially responsible for the rise 
in the Soviet Union’s net indebtedness, but the current account 
deficit played a role as well. 


Owing to a convergence of factors, 1986 may well mark the 
beginning of a new phase in east-west trade. Since the early 
1970s, the overall expansion of east-west commerce owed much 
to developments in the energy sphere. A combination of rising 
energy prices and eastern capacity to export fuels resulted in ap- 
preciable increases in revenues, especially for the Soviet Union. 


406 The term ‘‘developed market economies’’ (or for convenience 
““west’’ or ‘‘western’’) as used here refers to the countries of western 
Europe (including Turkey and Yugoslavia), North America and Japan. 
This grouping is intended only for statistical convenience. The term 
“eastern Europe’’ refers to Bulgaria, Czechoslovakia, the German 
Democratic Republic, Hungary, Poland and Romania taken together; 
the term “‘east’’ or “eastern countries’’ refers to eastern Europe to- 
gether with the Soviet Union. 


This section serves to up-date the data and analysis provided in 
Economic Commission for Europe, Economic Bulletin for Europe, 
vol. 37, No. 4, Pergamon Press for the United Nations, December 
1985, completed in October 1985. 


To an important extent these earnings underpinned import 
growth from the developed market economies. However, the 
sharp drop in oil prices in early 1986, together with the uncer- 
tainty surrounding the development of eastern fuel supplies, are 
likely to weaken severely one of the key supports for east-west 
trade; it will be difficult to offset this by increased sales of other 
eastern goods in the west as those economies expand. On the 
positive side, however, the recent events may force more atten- 
tion to be paid to important factors constraining east-west 
trade: the high share of primary materials and fuels in eastern 
exports and lagging domestic structural change and moderniza- 
tion. 


(ii) Western imports turn downwards 


The two-year recovery in western imports from eastern 
Europe was cut short in 1985. After having expanded by an ex- 
ceptional 16 per cent in real terms in 1984 (outpacing the growth 
of western imports from the world) western imports from 
eastern Europe declined slightly—by 1 per cent—in the first three 
quarters of 1985 (table 4.2.1 and chart 4.2.1). 407 In compa- 
rison, total western imports from the world rose by 6 per cent. 
Although this contraction of purchases from eastern Europe 
constitutes a disappointing performance, the results to Sep- 
tember nevertheless show a slight improvement over the per- 
formance in the first half of the year. Western imports from 
eastern Europe turned upward in the third quarter (relative to 
the same period the previous year), but at a pace somewhat be- 
low the expansion of western imports from the world. 
Moreover, that recovery was insufficient to allow the shortfall 
which eastern exporters experienced in the first quarter to be 
made up by year’s end. Two other observations can be made on 
the third quarter results. First, the improvement does not ap- 
pear continuous throughout that period as imports advanced 
strongly in July, then fell sharply in August and recovered only 
partially in September. Second, not all east European countries 
contributed to the third quarter upturn, imports from Poland 
and especially Romania having fallen. Both results may have 
implications for future developments. 

The decline in western imports from eastern Europe was due 
to lower imports into the European Communities, which were 
down by 5 per cent in value and about 1 per cent in volume, and 
into Japan, which fell by 30 per cent in value. On the other 
hand, imports into the EFTA countries and North America ad- 
vanced marginally in volume, but declined in value (table 
4.2.2) 


407 Unless otherwise noted, data for 1985 in this section refer to the 
first three quarters only and growth rates are for the first three quarters 
relative to the same period in the previous year. These data should be 
considered preliminary. 
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es International trade of the developed market economies 
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Source: As for table 4.2.1; 1985 trade balances from table 4.2.1. 
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TABLE 4.2.1 


East-west trade: value, volumes, prices, and terms of trade 
(Percentage change over the same period of previous year) 
ПО ee ee ee ee —————— 


Western exports 


To/From 1981 1982 1983 1984 


Western imports 


1985 
1985 
Jan.-Sept 1981 1982 1983 1984 


grea oll pe с pe ae OO) ВИННИ ЧЕН". ЧЕ ЕН В. 


Eastern Europe and 


the Soviet Union ......... —4 -—7 —4 _3 
of which: 
Eastern Europe ........ — 15 —18 =§ —5 
Soviet Uniontesmncss a 9 3 —4 —2 


Eastern Europe and 


theSoviet Union ......... 6 —4 1 3 
of which: 

Eastern Europe ...... —4 —13 — — 

Soviet Union ........ 15 2) 22 5 


Eastern Europe and 


Values (in US dollars) 


=) =i] -- =i 6 ad 

3 — 13 —7 1 10 —5 

=A. = 5 —3 3 —11 
Volumes 

7 _8 4 il 11 —5 

й _9 —2 8 16 —1 

1 —8 10 dl 6 —8 


Prices (in US dollars) 


ПАРЕ К ЗЕЕ СЕ НЕ ЕН Е И ЕЯ 


the Soviet Union ......... -9 —2 -6 -—6 
of which: 
Eastern Europe...... — 12 -—5 —5 =5) 
Soviet Unione a —6 1 _6 —7 
World 
WialWleS: ое —2 —5 —1 6 
Уоштне5. ие. 2 -1 2 9 


5 1 га _8 = =. 
535 -5 -4 —6 =3 4 
5 6 +5 _9 =3 -4 
=) a5 —6 4 9 =i 

5 —- = 5 11 6 


Western terms of trade (1975 = 100) 


1981 1982 
Eastern Europe and 
the Soviet Union ......... 65 65 
of which: 
Eastern Europe ...... 89 89 
SovietiUMion eee ees 48 51 


1983 1984 1985 
67 66 65 
90 90 89 
53 51 50 


Sources: United Nations commodity trade data (COMTRADE), OECD, Statistics on Foreign Trade, Series A, Paris; IMF, Directions of Trade and International Financial Statistics, 
Washington, D.C.; Statistisches Bundesamt, Warenverkehr mit der Deutschen Demokratischen Republik und Berlin (Ost), Reihe 6, Wiesbaden; United Nations, Monthly Bulletin of Statistics 


(volume indices of total western exports to and imports from the world); national statistics. 


Price and volume indices: for the methodology and derivation, see United Nations Economic Commission for Europe, Economic Bulletin for Europe, vol.31, No.1, New York, 1979. 


These data reflect the trade of 23 western reporting countries (Appendix table C.6 contains a list of the countries included). The same data are used in chart 4.2.1. The indices of net material 
product of eastern Europe and the Soviet Union used in the chart are based upon the national statistical sources of those countries. 


The overall weakness in western imports from eastern 
Europe in the first three quarters taken together reflects re- 
duced exports from Czechoslovakia, the German Democratic 
Republic and Romania, and slow volume increases in the ex- 
ports of most of the others (table 4.2.3). 


Western imports from the Soviet Union declined by some 8 
per cent in real terms in the first nine months of 1985 (table 
4.2.1 and chart 4.2.1). A negative rate for the entire year is thus 
likely to emerge, the first since 1981. The development of these 
imports was uneven during the year—a sharp drop in the first 
quarter was followed by a recovery in the second quarter to 
roughly the same levels achieved in the corresponding period of 
the previous year. Imports maintained this same relationship in 
the third quarter. Therefore, it appears that, while imports 
recovered impressively in the second and third quarter, Soviet 
exports to the west for all of 1985 remained below the levels 
reached in 1984. Imports from the Soviet Union into the regions 
of destination presented in table 4.2.2 all declined by similar 
amounts. 


Imports by commodity *8 


Most commodity groups contributed to the decline in the 
value of total western imports from eastern Europe in the first 
three quarters of 1985 (see table 4.2.4). Food imports were an 
exception increasing by 4 per cent in value and perhaps by as 
much as 15-25 per cent in volume. Quantities from all east 
European countries rose with those from Poland leading the way. 
Ores and minerals imports increased by 5 per cent in value (see 
table 4.2.9) and some 10 per cent in real terms. Engineering 
goods purchases stagnated in value, but increased about 3 per 


408 The changes in the commodity components of east-west trade in 
1985 can be sketched out at this time only on the basis of COMTRADE 
data for a sample of mainly European reporting countries. The sample 
includes almost all west European countries, plus Canada and Japan. It 
excludes the United States, Italy and Yugoslavia. The absence of data 
for the United States implies that a large component of east-west trade 
in agricultural products is lacking. The classification used is described 
in table 4.2.9 which also includes a more detailed commodity break- 
down of western imports by eastern country of origin. 


TABLE 4.2.2 


= East-west trade: changes in trade value, by country group 
(Percentage change in US dollar terms) 


Western exports 


Western imports 


1981 1982 1983 1984 1985 4 1981 1982 1983 1984 19854 
EC with: 
Eastern Europe . . —17 —=17 6 6 
t игоре .......... = = 7 — 19 —4 —4 9 = 
SOvict UNION seen ee —17 — 22 —12 -9 —5 13 —2 9 oth 
Eastern Europe 
а и —17 —10 il _9 _3 — 12 5 —3 9 =17 
EFTA with: 
astern BUrOpe и... —19 = [2 —4 1 _ — 16 2 —1 3 = 
вое see 23 _ —4 — 15 3 3 —4 —4 -9 —12 
Eastern Europe 
and the Soviet Union.... 3 —4 —4 _9 a) —4 —2 —3 -—5 — 13 
North America: 
Eastern Europe ен =) —39 —17 = --20 21 =30 18 55 —3 
SOVIEL UNION 5 een te 39 9 —20 43 — 28 -17 — 33 48 61 —17 
Eastern Europe 
and the Soviet Union... . 10 —9 —19 32 1 11 —31 24 56 15 
Japan: 
Eastern Europe a Teen: —7 — 24 30 — 34 —11 — 14 47 45 —30 
soviet Unione о выс 17 20 —28 —11 11 — 18 — 12 3 —1 —8 
Eastern Europe 
and the Soviet Union.... 12 11 =20 — о 5 ый = 12 8 7 ol 
Source: As for table 4.2.1. 
Note: Appendix tables C.6 and C.7 contain similar data for all western countries. 
а January-September. 
TABLE 4.2.3 
East-west trade: change in volumes, by eastern country, 1981-1985 
(Percentage change) 
Western exports Western imports 
To/From 1981 1982 1983 1984 1985 @ 1981 1982 1983 1984 1985 а 
ее 32 — 14 8 —1 18 — 13 3 —6 13 5 
e7echOslovakia == ...5--2 +": —4 2 —4 _ 6 —4 2 8 9 —5 
German Оет.Вер. ......... 4 —6 14 —8 —4 = 9 8 6 —2 
AUP AT Yel еее: Pepe aie 15 =F 3 3 17 =3) —4 9 13 3 
Rolandis. See т ее Е — 25 — 18 —6 8 12 —29 —6 a 25 2 
PLO AT An т. нс — 13 — 41 — 19 10 3 3 — 19 10 42 —5 
Easter BULOpe*s «2.2.2 --- =4 — 13 — - 7 —9 —2 8 16 —_1 
SovietlUNiOns. © аа. 15 2 2 5 1 —8 10 7 6 —8 
Eastern Europe 
and Soviet Union....... 6 —4 1 в 7 —8 4 a 11 —5 
ОЧ. 2. Sed Seton 2 —] fi 9 5 —3 = 5 11 6 
ео в а 


Source: As for table 4.2.1. 


Note: Appendix table C.9 contains similar data for all eastern countries, but in current US dollars. 


a January-September. 


cent in volume. This reflected higher deliveries by all eastern 
exporters except Poland. Within the engineering group, 
western machinery imports were more buoyant than the aver- 
age, exclusively on the strength of higher purchases of these 
goods from Bulgaria (34 per cent in value), Czechoslovakia 
(17 per cent) and Hungary (10 per cent). Motor vehicles 
were a bright spot especially in Romania’s engineering ex- 
ports, but also in Hungary’s and Poland’s. Textile imports 
also advanced in value and real terms. 

Import values of all other commodities declined. The most 
notable fall was in semi-manufactures, by 9 per cent in value 
and 6 per cent in volume. Of this group, the fall in imports 
of iron and steel (by appreciable amounts from all countries 
except the German Democratic Republic) had the largest im- 


pact. The effect of lower fuel imports was somewhat 
smaller—they declined by 3 per cent in value terms and stagnated 
in volume terms because of lower purchases of petroleum 
products. In value terms, the reductions were concentrated 
in the German Democratic Republic. Only fuel imports (pet- 
roleum products) from Bulgaria rose. 4° 


409 Romania reported that its exports of refined petroleum fell to 5.0 
million tons in the first half of 1985 compared with 5.3 million tons in 
the corresponding period of the previous year. Also Romanian oil 
production fell by 7 per cent in the first half but imports of crude re- 
mained unchanged at 6.7 million tons. Poland’s total exports of coal to 
capitalist countries amounted to 23.9 million tons in 1985, down from 
24.8 million tons in 1984. 
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TABLE 4.2.4 


Western imports from eastern Europe and the Soviet Union 
and the World, by commodity, first three quarters 1985 
(Changes “ and shares т per cent; increments ¢ in millions of US dollars) 


Eastern Europe Soviet Union 
pc Share Increment Change Share Increment Change 
oes ee er ee Se ee Е А 

Total casera рае —3 100 — 322 —3 100 —1554 -11 

Primary products ........ -7 24 —41 —2 11 — 335 — 18 

ROO Hh ела: _6 10 41 4 1 — 18 110 

Еее она —6 24 — 66 —3 79 — 1089 -9 

Мапшасете cies tare - 51 — 223 —4 9 — 64 —5 
of which: 

Semi-manufactures..... —2 19 — 184 -9 6 —70 _8 

Engineering ооо овонне 3 9 —3 = 2 9 4 

Consumer goods ....... -3 23 —37 —2 1 —2 —3 


ee a ee НЕЕ 3 ЕЕ 


Source and definitions: As in table 4.2.9. 


Note: Shares and increments of components may not sum to the totals because of incomplete reporting by commodity. Changes in total trade may not agree with the data in tables 4.2.1 


and 4.2.3 because of differences in country coverage. 
4 Relative to same period in 1984. 


Generally, western imports from eastern Europe in most 
commodity groups were less dynamic than western imports of 
those commodities from the world. Also, despite the fall in the 
value of primary goods and fuels, their combined share in total 
western imports from eastern Europe remained unchanged at 
around one half, attesting to a continuation of the excessive de- 
pendence of east European exports on these goods. 


Lower flows of crude oil and petroleum products from the 
Soviet Union were the major factor depressing western imports 
from that country. A sizeable proportion of that setback can be 
attributed to production and transport problems during the 
first quarter when oil and petroleum products purchases were 
more than 40 per cent below the same period in the previous 
year. The subsequent recovery in total western imports was due 
mainly to the surge in Soviet oil and oil product exports in the 
second quarter, which nonetheless still remained 8 per cent be- 
low those of the comparable period in 1984. 410 In the third 
quarter, Soviet exports of these fuels finally exceeded those in 
the previous years by 5 per cent, but this was insufficient to 
compensate for the losses in the first half. Preliminary 
OECD/IEA data for the last quarter, however, indicate a drop in 
Soviet exports to a level again below that of the same period in 
1984. These export developments throughout the year took 
place against the background of some slippage in Soviet oil 
production from 613 million tons in 1984 to 595 million tons in 
1985. 411 


The Soviet Union’s exports of natural gas were also un- 
favourably affected in the first quarter by the winter conditions. 
But subsequently deliveries ran ahead of those in the previous 
year. “1? Preliminary estimates for all of 1985 suggest that de- 
liveries were roughly unchanged in volume from 1984 levels. 
Hence if account is taken of a probable decline in prices, the 
Soviet earnings from natural gas exports are likely to have fallen 
in 1985. 


For more than a decade, Soviet and east European exports of 
fuels to the west have been of considerable importance for the 
development of east-west trade. Owing to their large share in 


410 OECD, Monthly Oil and Gas Statistics, No. 4, Paris 1986. 
411 Prayda, 26 January 1986. 
412 Based upon EUROSTAT, Hydrocarbons, 12/1985, for the first 


three quarters, volumes imported by the European Communities were 
still some 5 per cent below those in 1984. 


total eastern exports to the developed market economies (about 
25 per cent and 77 per cent respectively of total east European 
and Soviet exports), any change in these flows will have a sub- 
stantial impact on overall east-west trade (see table 4.2.5). Dur- 
ing 1973-1980, fuels accounted for $4.3 billion of the $14.5 
billion increment in total western imports from eastern Europe, 
while they amounted to $16.7 billion of the $22 billion in- 
crement in western imports from the Soviet Union. In 1980-1984, 
fuels were the only major commodity which provided some 
buoyancy to western imports from both eastern Europe and the 
Soviet Union and thereby increased their share further. While 
the volume growth underlying these figures has been impres- 
sive, the effect of price increases on incremental export re- 
venues has been even more dramatic—accounting for perhaps 
some two thirds of them. 


A fall in the quantity of Soviet oil exports in 1985 constitutes 
a departure from recent trends. In 1982-1984, the Soviet Union 
managed to raise its export receipts from fuels despite falling 
prices, through successive boosts in the volume of oil and oil 
products (in 1984 gas volumes also rose). This was ac- 
complished in spite of initially stagnating and then declining oil 
production. It seems that the factors contributing to the rise in 
the oil export surplus were the rapid substitution of natural gas 
for oil in certain domestic applications and the re-export of oil 
obtained from some OPEC producers in payment for Soviet 
goods. 


(iii) Western exports continue to expand 


The expansion in the volume of western exports to the east in 
the first three quarters of 1985 reflects an upswing in sales to 
eastern Europe and some slackening in export growth to the 
Soviet Union. The overall pace was below that of western exports 
to the world. 


After a weak recovery beginning in 1984, 413 the pace of 
western exports to eastern Europe quickened in the first three 
quarters of 1985 to about 7 per cent in volume (table 4.2.1 and 
chart 4.2.1). Data by western subregions of origin in value 
terms indicate that the European Communities’ and Japan’s ex- 
ports to eastern Europe (both showing 7 per cent increases) per- 


413 A growth rate of less than half of one per cent. 
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TABLE 4.2.5 
ge, Western imports from eastern Europe, the Soviet Union and the 
World, by major commodity: values, shares and increments 
у, (Billions of US dollars, percentages) 
1984 Increment 
Level Share 1973-1980 1980-1984 
From eastern Europe: 
Fuels Rais Sis о а 5.2 25.4 4.3 — 
Primary materials .............. 837 18.1 5 — 0.7 
Manutachit cs at tse een tiles 56.1 8.6 — 1.6 
а ея 20.6 100.0 14.5 —2.2 
From Soviet Union: 
Fuels оао erie PS) 77.0 16.7 3.0 
ау materials ere ee see ee 2.4 8.7 165) —0.9 
МАПА о В 13.2 3.6 —1.6 
ОЕ и оо а а 28.0 100.0 Doral 0.6 
From World: 
1 ANIL ес руси oy ma 290 22-2 317 —76 
Primary materials ..-........... 214 16.4 136 29 
Iam ia СО ее 784 60.0 495 40 
(io a hee oe = ee 1 307 100.0 961 — 63 


Source: Secretariat estimates based upon COMTRADE. Shares and increments may not sum to the totals because of incomplete 


reporting by commodity. 


formed more favourably than did those of the EFTA countries, 
which stagnated (table 4.2.2). In physical quantities their 
growth rates amounted to about 11 and 4 per cent respectively. 
By contrast, North American exports continued on a steep 
long-term decline. 


The gain in the momentum of western exports to east Europe 
in the first three quarters of 1985 was due to the pick-up in 
purchases by all countries except the German Democratic Re- 
public, where the volume of sales declined again (table 
4.2.3). 414 There was some quickening in the third quarter that 
resulted from an upturn in exports to Romania and a slackening 
in the rate of decline of sales to the German Democratic Re- 
public. 


Western exports in physical quantities to the Soviet Union 
slowed to a mere 1 per cent in the first three quarters of 1985, 
down from 5 per cent in the previous year (table 4.2.1 and chart 
4.2.1). Underlying this apparent easing in the pace are two dis- 
tinct phases, which can be largely explained by the evolution of 
Soviet grain imports. The pick-up in the purchases of these 
goods in the second half of 1984 carried over into the first half of 
1985 when they pushed the Soviet Union’s total import growth 
rate to 9 per cent. However, in the third quarter the Soviet 
Union’s total imports plunged, apparently because of a lower 
need for grains following a better harvest. This interpretation is 
supported by partner country trade statistics which show a con- 
siderable rise in North America’s exports to the Soviet Union 
(which include a large grain component) in 1984 and through the 
first half of 1985. The subsequent fall in total western exports in 
the third quarter of 1985 was concentrated on North America, 
the European Communities experiencing a much smaller decline 
in exports. By contrast, the exports of the EFTA countries, 
Yugoslavia and Japan rose in this latter period. 


414 The Czechoslovak plan for imports was nevertheless not fully 
met, owing, in fact, to the non-fullfilment of the import plan for ma- 
chinery and equipment. К. Hajek, ‘‘Devizové aspekty hospodarské ро- 
litiky У roce 1985’’, Finance а uver, No. 4, 1985, р. 228. A 14 per cent 
increase in machinery and equipment imports from the non-socialist 
countries had originally been planned for 1985 (Rudé Pravo, 6 
December 1984). 


Western exports by commodity 45 


Most commodities participated in the rise in volume of 
western exports to eastern Europe (table 4.2.6). Food was 
the main exception, falling 18 per cent in value terms and 
some 8-10 per cent in volume, with the major reduction 
coming mainly from lower sales to the German Democratic 
Republic. Exports of other primary goods also fell but by 
lesser amounts. Western fue/ deliveries surged, both coal and 
petroleum products contributing to the rise. This is consis- 
tent with the reports of several eastern countries that they 
had to step up their fuel purchases in the first part of the 
year to supplement domestic supplies and imports from 
traditional CMEA suppliers. Manufactured goods exports 
advanced in value by 7 per cent, or 11 per cent in volume. 
Of this group, engineering goods led the way with a rise of 
10 per cent in value and (some 14 per cent in volume) de- 
spite much lower sales to Romania and unchanged quantities 
to the German Democratic Republic. Exports to all other 
countries rose, with rates of between 20-30 per cent (in 
volume) being recorded by Bulgaria, Hungary and Poland. 
1985 was the second year running in which engineering 
goods exports to Czechoslovakia, Hungary and Poland have 
risen. In all of these cases, the upturn represents a change 
from the stagnation or decline experienced in the period 
since the mid-1970s. Deliveries of consumer goods increased 
to all countries, but especially to the German Democratic 
Republic. Also, all subsections of semi-manufactures were 
up in value and in volume except possibly iron and steel. 
For most east European importing countries the expansion 
was broadly based in terms of commodities. 


The fall in western exports to the Soviet Union con- 
centrated on food and engineering goods (only exports of 
motor vehicles rose). The drop was partially offset by higher 
exports of semi-manufactures (both iron and steel and 
chemicals), and to a lesser extent by consumer goods. 


415 See footnote 408 dealing with commodity data. The data in table 
4.2.10 also includes a more detailed commodity breakdown of western 
exports by eastern country of destination. 
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TABLE 4.2.6 


Western exports to eastern Europe and the Soviet Union and 
the World, by commodity, first three quarters 1985 
(Changes “ and shares т per cent; increments? т millions of US dollars) 


Soviet Union 


Eastern Europe 
Origin donee Share Increment Change Share Increment Change 
ee a 
о р -1 100 457 5) 100 — 804 -7 
Primary products ........ -8 18 — 223 — 12 20 — 668 = a 
HOOG р о erates —7 10 — 191 — 18 16 — 493 = 
Не ее store — 12 6 243 73 1 —12 —10 
Manutactunes! acess reo 7 73 421 7 7 — 159 —2 
of which: 
Semi-manufactures..... _ 34 91 3 37 388 10 
Engmeching meyer В 29 237 10 32 — 578 — 14 
Consumer 20045 ....... 2 11 93 11 8 31 4 


Е МИ > ВЕ ee 


Source and definitions: As т table 4.2.9. 


Note: Shares and increments of components may not sum to the total because of incomplete reporting of commodities. Changes in total trade may not agree with the data in table 4.2.1 


and 4.2.3 because of differences in country coverage. 


4 Relative to same period in 1984. 


(iv) Western trade deficit narrows 


The trade deficit which the west had recorded with the east in 
1983-1984 contracted noticeably in the first three quarters of 
1985. Almost one half of the change stemmed from a lower 
trade deficit with eastern Europe, which narrowed to $2 billion 
in the first three quarters of 1985 from some $3 billion in the 
corresponding period of 1984 (table 4.2.7). An extrapolation of 
the first nine months trade trends to all of 1985 yields a western 
deficit of somewhat over $2 billion, down from almost $4 
billion in the previous year. The change in the overall western 
balance reflects a reduction in western Europe’s deficit and a 
slight rise in Japan’s surplus, which were partially offset by a 
deterioration in North America’s deficit. 


The lower western deficit is attributable to some improve- 
ment in the trade balances vis-d-vis every east European country 
except the German Democratic Republic (table 4.2.8). Western 
exports to Romania picked up appreciably in the third quarter 
thereby reducing the deficit with that country. 


During the first three quarters of 1985, the development of 
the west’s trade balance with the Soviet Union was charac- 
terized by wide swings—from a surplus of almost $2 billion in 
the first half to a slight deficit on the basis of the first three 
quarters (table 4.2.7). The turnround in the third quarter de- 
rives from some buoyancy in the west’s import growth and a 
sharp fall in its exports, mainly of grain as noted. An extrapola- 
tion of the kind described above for the entire year 1985 also 
yields a small western deficit. A probable downturn in western 
imports from the Soviet Union in the fourth quarter (due to es- 
timated lower Soviet oil and oil product sales), however, could 
have pushed the western trade balance back into surplus for the 
year as a whole. 


The improvement in the western trade balance in the first 
three quarters was due to a lower deficit of western Europe and 
a higher Japanese surplus, which more than offset a contracting 
North American surplus. 


(v) Some observations on eastern exports 


It may be useful at this point to set out briefly some of the 
factors which are likely to have been responsible for the down- 
turn in eastern exports at a time when western import demand 
continued to expand. An attempt will also be made to identify 


those elements which are transitory and those which are likely 
to have a longer-term impact. The question whether the recent 
sluggishness of eastern exports is temporary, or whether it 
heralds a new period of weak export growth is crucial from the 
point of view of the future development of east-west trade. At 
this time, however, the question is very difficult to answer, be- 
cause, among other things, there does not appear to be one 
single factor to which the difficulties can be attributed. A 
cursory analysis suggests several influences, the relative 
strength of which varies considerably between countries. Re- 
gardless of the exact origin of export difficulties, apparent 
adherence on the part of most eastern countries to a conserva- 
tive policy toward external indebtedness renders their export 
earnings the major determinant of their import capacity. In 
turn, the magnitude and commodity composition of eastern im- 
ports will be one of the indirect determinants of future export 
potential, either as inputs for industry or, in the case of machin- 
ery and equipment, as carriers of embodied technology. 


Recent short-term or conjunctural factors which have ad- 
versely affected eastern export performance toward the west in 
1985 include what might be termed the after-effects of a 
dramatic east European adjustment in the early 1980s, the 
weather and western import demand. 


The cessation of east European export growth may in part 
reflect a pause after a period of exceptionally rapid external ad- 
justment vis-a-vis the west that required unusual efforts in the 
first half of the 1980s. At first this had taken the form of import 
reductions, but in 1983 and 1984 the adjustment took place en- 
tirely through export expansion which reached some 16 per cent 
in real terms in the latter year. The fact that imports from the 
west did not rise at that time suggests that resources normally 
held in reserve were also drawn upon. “16 Aside from the excep- 
tionally high 1984 export growth rate, the export performance 
was also notable in that exports of all major commodities from 
virtually all eastern countries increased, often at double-digit 
rates. 4!’ In certain cases one-time recovery effects played a con- 
siderable role. Romania’s resumption of large sales of petro- 
leum products and steel, and Poland’s regaining of its former 


416 However, imports from the Soviet Union were stepped up. 


417 See Economic Commission for Europe, Economic Bulletin for 
Europe, vol. 37, No. 4, Pergamon Press for the United Nations, 
December 1985, pp. 346-348. 
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TABLE 4.2.7 


East-west trade: trade balances, 1981-1985 


(Billions of US dollars, f.0.b.-f. 0.b.) 
DMM” iF HUME Maio i ila eee 


1981 
A. Developed market economies with: 
Eastern Europeand the Soviet Union ............ 2.0 
of which: 
BASteLO Re ULODG EME ee и PP) 
SOVICUUTION сих, —0.2 
Western Europe with: 
Eastern Europe and the Soviet Union .......... — 4.8 
of which: 
Ва ЕО ре. 0.9 
Soviet Union т еж ин —5.7 
North America with: 
Eastern Europe and the Soviet Union .......... 4.3 
of which: 
Eastern Europe ем С cee 0.8 
SOVICHUNION sth skeet Sh. в 3.6 
Japan with: 
Eastern Europe and the Soviet Union .......... 2.4 
of which: 
вазе ENO PCa feet th oh ac cee а 0.5 
БОЕВОЕ ео snsuny 1.9 
В. Developed market economies with: 
Eastern Europeand the Soviet Union ............ 3.1 
of which: 
IB ASterH EUROPE кк. Heels ареал ре 2.4 
Е Bite Во оо Sey ee eos т 0.7 


Jan.-Sept. 

1982 1983 1984 1984 1985 1985 4 
—1.0 — 2.2 — 6.0 —4.4 —2.0 —2.5 
—0.3 — 1.2 —3:7 —2.9 —1.9 —2.2 
—0.7 — 1.0 —2.3 =1,5, —0.1 —0.3 
—8.4 —7.3 = 11.0 —8.0 —4.9 — 6.7 
1:1 — 1.6 — 3.1 —2.5 = 55 —1.6 
—7.4 5G —7.9 —5.5 —3.5 el 

4.4 3.0 3.6 2.6 1.6 2:2 

0.3 —0.1 025 (05) — 0.6 — 0.9 

4.0 Sill 4.3 Зы App all 

ВТ Dal 1.4 1.0 1.4 1.9 

0.4 0.5 0 0.1 0:2 0.3 

Deh; 1.6 3 0.9 1.2 ee 
—2.3 = 6.3 —7.9 —5.2 — 0.3 —1.1 
—4:7 —3.7 —4.7 —2.9. —2.1 —3.4 
— 06 —2.5 —3.2 —2.3 Ш 2.3 


Sources: As for table 4.2.1 (western data) and table 3.6.8 (eastern data). 


Note: Section А is based on western data which have been adjusted to an f.o.b.-f.o.b. basis by the secretariat; section В is based on eastern national sources. A positive balance indicates 


a surplus for the developed market economies. 


а Extrapolated, assuming a continuation of January-September trends of exports and imports. 


TABLE 4.2.8 


East-west trade: trade balances, by eastern country, 1981-1985 
(Billions of US dollars) 


Jan.-Sept. 
1981 1982 1983 1984 1984 1985 1985 а 
Developed market economies with: 

оо ооо ооо оо о muerte 1.03 0.75 0.90 0.78 0.6 0.8 1.0 
СЗО ЧЕ обо ооо обо = eke ate aries rics — 0.32 — 0.33 — 0.56 — 0.74 = 0.7 —0.5 — 0.5 
German Democratic Republic... ео. 0.12 — 0.68 — 0.32 — 0.87 — 0.5 — 0.6 — 0.9 
JENNIE А ЕЕ МАО. т: 0.85 0.72 0.36 0.08 — ORL 0.3 0.4 
Boland вое о ео Ан 0.86 0.01 — 0.27 — 0.77 — 0.7 — 0.4 — 0.4 
LEONI AMR Se ROSA SOUSA GH MSE ae Se Ue — 0.36 — 0.80 — 1.37 —2.21 —1.6 — 1.4 — 1.9 
SE Gil] B90 1) 1S sete herccacs oan NO CRIA © OO ae 2.18 — 0.34 = 127 —3.74 2.9 —1.9 —2.2 
С О ona ооо Бо ры — 0.23 — 0.65 — 1.00 —2.30 — 1.5 — 0.1 — 0.3 
Eastern Europe and the Soviet Union 1.95 — 1.00 — 2.22 — 6.04 — 4.4 —2.0 —2.5 


NN 6&68°Э&®>*Ъ>эгоп8Ш—б@б6бФ 


Source: As for table 4.2.1. 
4 Extrapolated on the basis of January-September data for exports and imports. 


coal market serve as examples. Overall, the magnitude and 
commodity pattern of this development gives the impression 
that exceptional but perhaps unsustainable efforts to export 
were being made in those two years. 


Exceptionally cold winter conditions in the first quarter of 
1985 had a deleterious effect on production, transport, dom- 
estic consumption of fuels and exports. Although fuel exports 


seem to have been the primary casualty, deliveries of other 
commodities were also reported to have been negatively af- 
fected. In the case of the Soviet Union, exports of crude oil, oil 
products and natural gas to the west were down sharply. Re- 
duced Soviet deliveries, including fuels, to several east 
European countries contributed to their tightness of their own 
domestic supply situations. Accordingly, some east European 
countries resorted to the expedient of consuming oil from the 
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Middle East which had been slated for re-export to the west, 
and, moreover, sharply stepped up imports of coal and petro- 
leum products from the west for their own use. As the year 
progressed, drought affected the economies of Bulgaria, 
Romania, and to a lesser extent, Hungary (mainly agriculture). 
Energy shortages stemming from subnormal hydro-electricity 
production constrained industrial output. Agricultural output 
was also adversely affected. The latter not only has led to re- 
duced exports in the current market year (July 1985 to June 
1986), but in some instances also in the previous one. 


In real terms, western import demand slowed sharply from a 
rate of 11 per cent in 1984 to 6 per cent in the first three quarters 
of 1985. Import growth into western Europe, the most impor- 
tant market for the east, remained unchanged at 6 per cent for 
corresponding periods. However, North American imports 
growth decelerated sharply from 23 per cent in 1984 to 6 per 
cent in the first three quarters of 1985. While the United States 
takes only a small percentage of total western imports from the 
east, its high growth rates in 1983 and 1984 had accounted for a 
substantial share of the increment in western imports from the 
east (about one fourth in 1984). Total US imports virtually stag- 
nated in the the second and third quarters of 1985, which may 
explain in part the stagnation in US imports from the east. 
However, lower east European exports of oil products is an- 
other, perhaps equally important, factor. 


Several long-term factors—particularly natural resource con- 
straints but also the declining performance of eastern manu- 
factured goods exports and the external adjustment of eastern 
Europe vis-a-vis the Soviet Union—appear to have been more 
significant. For a variety of reasons, certain natural resource- 
based sectors in the east have been subject to increasing costs 
which have tended to constrain output and exports. The decline 
in the Soviet Union’s production of oil is the most notable ex- 
ample, but other sectors such as coal have also been affected in 
some countries. Declining world prices of certain commodities 
would tend to aggravate the problem, since the volume of goods 
which would remain financially advantageous to export could 
be reduced. 


Data for 1985 show a continuation of the decline in the east’s 
market share in western imports of manufactures. It reflects a 
generalized loss of market shares by exporting country and by 
product, including semi-manufactures—commodities in which 
in earlier years the east’s market share had been holding up. 
The overall decline of performance in the manufactured goods 
sectors has been a long-term development, often attributed to a 
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variety of causes including structural rigidities, inadequate mar- 
keting and product quality, aging of the industrial capital stock, 
unfullfilment of plans in the engineering goods industries, wes- 
tern policies and, especially, the intensification of competition 
in world market with the emergence of the NICs. 418 


Eastern exports to the west continued to encounter restric- 
tions of various kinds in a commercial policy climate which was 
characterized by increasing protectionist pressures. Although 
these pressures were for the most part resisted—in the sense 
that new restrictive measures did not exceed by much those 
taken in the direction of liberalization—there was a certain in- 
crease in the number of antidumping actions taken and no sig- 
nificant reduction in existing barriers. It should be added that a 
considerable share of eastern production capacity is concent- 
rated in commodity groups plagued by weak demand and also 
frequently by excess capacity in the west. To make matters 
worse for eastern exporters, these are often also the sectors 
most affected by protective barriers (e.g., iron and steel, tex- 
tiles, clothing, leather goods, agriculture, etc.). 


Since the mid-1970s, the countries of eastern Europe have 
been undergoing a process of external adjustment vis-a-vis the 
Soviet Union in response to a deterioration in their terms of 
trade. The pace of this adjustment appears to have varied. It 
has generally involved a more rapid expansion of east European 
exports to the Soviet Union than of east European imports 
from that country, leading to tighter constraints on the re- 
sources available for domestic production and exports to other 
countries. In 1983 and 1984, east European export volumes to 
the Soviet Union continued to expand steadily. Importantly, 
however, imports from the Soviet Union accelerated, 41? pre- 
sumably loosening supply constraints. This may have facilitated 
the boom in east European exports to the west in 1983-1984. In 
1985, east European exports to the Soviet Union continued to 
expand (Hungary and Romania’s exports accelerated sharply) 
but, in contrast to the previous two years, east European im- 
ports slowed considerably, thereby possibly tightening con- 
straints on resources and export capacity. 420 


418 Since 1980, the east’s share of the western market for manufac- 
tures eroded from 2.5 to 1.9 per cent, a change which in 1985 rep- 
resented an annual loss of $4-5 billion. This amount is roughly 
equivalent to the annual revenues which the Soviet Union derives from 
the export of natural gas to western Europe. 


419 See United Nations, Economic Commission for Europe, 
Economic Survey of Europe in 1984-1985, New York, 1985, pp.194-195. 


420 See section 3.6. 


TABLE 4.2.9 


Western imports from eastern Europe, the Soviet Union and the world, by commodity: growth of trade value, January-September 1985 2 


(Percentage change) 
a Е i a ИИ 


Origin - Сегтап 

Product Bulgaria ee a, blie ; Hungary Poland Romania pion ii aes World 
Total eg section ое —7 —5 —1 —2 —1 — 12 —3 = —3 
Printary products eterna 4 —5 —5 =2 4 15 =” =18 —7 
FOO! Serer a he ne eee а 3 —4 3 —3 20 —8 = —10 —6 
INEM UTES OEY, ooo oo ote 6 ocr deomniche 15 —4 —3 —3 = 10 —3 =5 —18 —8 
Oresiandimimenals; ese ee eee 40 _9 —11 20 6 — 43 5 2 —6 
Монте ета enn eee — 28 — 16 —11 —§8 —6 —30 А, — 30 —10 
FUG lS yess cians chon ampere: te: Poe 57 —8 —5 = —1 —1 —3 —9 —6 
(CCL Patina, Mere ee aoe eee eee 88 - 15 —1 — 52, 2 — 100 -1 34 1 
Petroleum and products ............ 59 —5 —6 —4 = 13 —1 —4 =a —8 
Gas нение — 15 7 583 107 b 57 28 ~ 
ЗСО © о ооо ee cs Si — 18 ae Be — 42 я —38 —6 5 
Мапа ое aera eet eee ane —26 —§ 2 —3 —6 — 14 —4 ес Е 
Semiemanufactures’..2- s+ eset — 47 —7 2 3 —11 — 38 _9 _8 —2 
опапа ее sie eee a —63 —14 13 — 33 —23 — 61 — 23 3 _3 
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TABLE 4.2.9 (continued) 


Origin German 
Product Bulgaria sce ны Нипвагу Poland Romania ae Hae World 
IE ERE PASAT SET LEAN ов 
Chemicals зе. Bae Ce ee ЧИ _3 1 -3 20 —6 —20 -1 -9 —1 
Other semi-manufacturing ....... —14 -9 — -2 1 -1 —4 _8 гб 
EMPINCCLING PLOGUCTS лань 14 3 4 5 — 15 6 - 4 3 
ILACHINIELY ее tire. ee 34 ill 10 -3 -1 8 17 Я 
Office and telecom. equipment..... 33 49 —41 6 — 74 —19 13 6 
Road Vehicles. pens: 4... Ва —57 — 14 23 25 180 16 —1 5) 
Oibermachinenyie оо ь ыы —8 —2 к 8 — 23 — 35 —13 3 = 
Consumer goods. aves а —2 —6 2 —10 6 -3 —2 =% 35) 
Household appliances ............ — 47 — 16 _9 — 16 —1 19 —7 —3 19) 
WOR ES mvgotoko mat onenneceteepaeateants 46 —3 8 —8 2 —5 2 -6 —1 
О mc ee trace ce corres —4 — 16 5 — 10 3 —4 —4 2 —4 
Other consumer 20045............ —7 —1 -3 -9 11 —3 —2 =} =) 


Source: United Nations Statistical Office, COMTRADE, Quarterly trade data, ‘‘Series О”. 

Note: In contrast to data used for tables 4.2.1 and 4.2.3, the coverage in tables 4.2.9 and 
4.2.10 is reduced to countries for which commodity data were available for the first three 
quarters of 1985 and the same period in 1984: Austria, Denmark, Finland, France, Federal 
Republic of Germany, Greece, Netherlands, Norway, Sweden, Switzerland, Canada, and 
Japan. Growth rates based upon this sample of 15 countries differ from those given in table 
4.2.1 and 4.2.3 because of differences in country coverage. 

Commodity groups in terms of SITC categories, based on the Standard International Trade 
Classification, Revised (United Nations Statistical Papers, Series M, No. 34): 
Primary products 

Food (sections 0, 1, and 4 and division 22) 

Raw materials (section 2, excluding divisions 22, 27 and 28) 

Ores and other minerals (divisions 27 and 28) 

Non-ferrous metals (division 68) 
Fuels (section 3) 

Coal (division 32) 

Petroleum and petroleum products (division 33) 

Gas (division 34) 

Electricity (division 35) 
Manufactures 

Semi-manufactures 

Iron and steel (division 67) 


Chemicals (section 5 and groups 862 and 863) 
Other semi-manufactures (divisions 61, 62, 63, 64 and 66 excluding groups 665 and 666) 
Engineering products 

Machinery for specialized industries (groups 712, 715, 717, 718 and 719 excluding sub- 
group 719.4) 

Office and telecommunications equipment and parts, including computers; (group 714 
plus sub-groups 724.9 and 729.3) 

Road motor vehicles (group 732) 

Other machinery and transport equipment (divisions 69 excluding group 696 and 697; 73 
excluding group 732, groups 711, 722, 723, 726, 729 excluding sub-groups 729.3 and 861 
excluding sub-groups 861.4 and 961.4) 


Consumer goods 


Household appliances (groups 696, 697, 725, 864, sub-groups 719.4, 724.1, 724.2, 861.4, 
861.6 and 891.1) 

Textiles (division 65) 

Clothing (division 84) 

Other consumer goods (groups 665 and 666, section 8, less divisions 84 and 86 plus sub- 
group 891.1) 


4 Relative to same period in previous year. 


b Indicates change in excess of one thousand per cent. 


TABLE 4.2.10 


Western exports to eastern Europe, the Soviet Union and the World, by commodity: growth of trade value, January-September 1985 а 
(Percentage change) 


Origin German 
Czecho- Democratic Eastern Soviet 
Product Bulgaria slovakia Republic Hungary Poland Romania Europe Union World 
“TESTI i ale ley cee kore RO cee a 18 —1 2 11 Ui —3 5 —7 -1 
УрО СНОВ ui vit aalersrs eile «eters 55 6 —20 =i —8 =e = 12 —23 —8 
ВОО О ВЕ ЕЕ ОБИ. Sea 132 — 19 —29 —33 —7 12 — 18 —21 —7 
Rawrmatorials: ен Е, 40 — 18 5 —1 — 13 —26 —6 — 26 _6 
Onesiane minerals). 2 whe eres sone arose —7 1 — 23 10 _9 —6 —10 29 — 
INGH=tCELOUSIMETAIS. srs ово со док 13 — 14 — 3 —4 —10 -1 — 46 —17 
ен Бена 118 10 89 263 — 23 9 73 —10 — 12 
Boal eee О РУ 162 b b b b 19 213 b —2 
Petroleum and products ............ 60 9 38) 181 — 3] — 40 36 — 18 _ 10 
(GER a gel rs a ee Sen ree 103 —99 — 4] iy? \ — 100 —91 50 — 25 
LECUULCI UY reise ese cheer erie nents ec “i ое = —2 
Е tke termi crevice ОКО 15 3 7) 9 15) —5 7 a 2 
SEMliamlanmUtacuines, ее... 10 —2 —] я 10 4 3 = 
ошапа ее. он. —1 — 10 — 12 10 25 —5 —3 12, 1 
СОС о ор а 13 —3 8 —3 8 6 4 eS es 
Other semi-manufacturing ....... 15 12 — 13 13 4 10 9 - - 
Engineering products............... 22 5 =e 21 22 — 24 10 = : 
IMAGHIMENY. а - 26 4 PS} 27 — 19 12 —13 
Office and telecom. equipment..... 47 2) ii 18 — 35 7 — 22 : 
puopahiswCesgoccosccoveobouDUL 44 —2 20 ra — a 8 к. a 
Othermachinery. ее, 8 5 19 ils — 22 ? - : 
(Со позы бе ооо ane 1 11 24 й 7 _ a mf : 
Household supplies .............. —7 8 24 22 62 - = 
ее 3 eee ee ee —6 8 8 —4 4 3 2 ~ > : 
Clothing ser eect i ee —8 12 62 6 9 _9 18 ; : 
Other consumer 20045............ 349) 17 —12 34 - —14 14 1 


а Relative to same period in previous year. b Indicates change in excess of one thousand per cent. 


4.3 EAST-WEST FINANCIAL DEVELOPMENTS *! 


The eastern surplus on current account with all market economies narrowed sharply in 1985, that of th 
Soviet Union swinging into a small deficit. The east’s credit takings reached record levels. Eastern Europe 
largely utilized these funds to boost assets, improve term structures and pay off debt maturities, and ne 
debt rose exclusively because of exchange rate realignments. This was also responsible for most of the rise й 
Soviet debt, but borrowing to finance the current account deficit contributed. The eastern current ассоип 
balance with market economies is treated in subsection (i). East-west financial developments, including 
changes in eastern assets, credit market activity, and changes in the eastern liabilities with western banks are 
dealt with in subsection (ii). Eastern debt and some measures of debt burden are reviewed in subsection (iii). 


(i) Eastern current account surplus narrows 


In 1985, relatively buoyant east European imports from the 
market economies combined with a downturn in exports to 
the same group to cause a small contraction in eastern 
Europe’s current account surplus in convertible currencies 422 
from the $3 billion recorded in 1984 (table 4.3.1). 


Extrapolation of the changes in the trade flows in the first 
three quarters to the end of the year yields a fall in eastern 
Europe’s trade balance with the market economies of over $1 
billion. But this was partially offset by a lower deficit on in- 
visibles, owing in part to reduced net interest payments. The 
average interest rates on the east’s floating rate debt fell by 
about 1 percentage point thereby lowering outflows. Inflows 
stemming from deposits increased. Except for the German 
Democratic Republic and Romania, all other east European 
countries appear to have experienced some deterioration in 
their current accounts. 


The Soviet Union recorded a more dramatic change in its 
current account largely owing to the sharp drop in its exports 
to the market economies. Though full year results are not yet 
available, a small trade and current account deficit is likely 


421 Subsection 4.1(ii) treats certain aspects of east-west financial de- 
velopments in a global context. 


422 As an approximation to the trade balance component of the 
eastern convertible currency current account, eastern data on the trade 
balance with developed and developing market economies are used 
here. Beyond the west, as the term is defined in this section, this group 
also includes the developed countries of the southern hemisphere and 
the developing countries, most of which conduct trade on a convertible 
currency basis. The trade balance data shown thus on the one hand in- 
clude balances on clearing accounts (of which, in general, very little is 
known especially for the current year), and on the other exclude bal- 
ances of convertible currency transaction among the socialist countries. 
These are important for some east European countries. 


Only Hungary, Poland, Romania publish current account data in 
terms of all convertible-currency transactions (in million US dollars): 


Hungary Poland Romania 

Current Of which: Current Of which: Current Of which: 

account trade account trade account trade 

balance balance balance Ч balance balance balance 
1982 sregec ays — 63 766 —1 016 358 655 525 
Owen eno se 316 884 62 1 086 922 1 688 
1984... 340 1 237 787 1 456 1 536 2 186 
пе. — 457 295 322 1 174 490 > 7926 


Se 

Sources: National Bank of Hungary, Economic Bulletin and direct communication with the 
ECE secretariat; Central Statistical Office, Rocznik statystyczny, Warsaw and Zycie gospo- 
darcze, 2 March 1986, p. 2; Romania: national sources. 

а Excludes interest arrears on official and guaranteed debt 

Ь First half 1985. 


to have emerged in 1985, as compared with a current accoun' 
surplus of over $6 billion in the previous year. 


(ii) Quickening pace of financing 


The volume of medium- and long-term funds raised by 
eastern Europe and the Soviet Union rose significantly in 1985. 
reaching a level of $5.2 billion. The previous record, estab- 
lished in 1979, was exceeded. Taken together with other indi- 
cators—a further widening in the range of eastern borrowers, 
appreciably improved credit terms, and some diversification 
in currencies in which loans are denominated—this represents 
a normalization in credit market relations for most of the 
countries involved. 


Assets continue to mount 


Along with the surge in its credit takings, eastern Europe’s 
continued accretion of assets was one of the salient features 
of east-west financial developments in 1985. 423 In fact, the 
developments are closely related: a considerable share of 
eastern borrowing appears to have been undertaken for the 
purpose of further improving reserve positions. 424 These 
trends in eastern Europe’s aggregate asset position seem to 
reflect resolute policies pursued despite the set-backs in ex- 
ternal balances earlier in 1985. 


The continuing build-up of east European asset positions 
vis-a-vis BIS reporting banks had begun in the second half 
of 1982 (tables 4.3.2 and 4.3.3). It represents a correction to 
the sharp depletion of reserves—they fell to some $4 billion 
in the first half of 1982—which eastern Europe had ex- 
perienced in the throes of a liquidity crisis. Subsequently 
eastern Europe’s assets climbed by some $8 billion (to end-Sep- 
tember 1985), nearly $2 billion of which was added in the 
first three quarters of 1985. Most countries’ deposits ex- 
ceeded past levels, generally by large margins. The German 
Democratic Republic, whose assets now stand at near $6 
billion, accounted for about $4 billion of the 1983-1985 incre- 
ment and Hungary for nearly $2 billion. Hungarian assets, at 
$2.5 billion (end-September), are now second only to those of 


423 In the first three quarters of 1985, valuation changes due to 
the depreciation of the US dollar vis-a-vis other currencies tended to 
raise the US dollar value of eastern assets and liabilities compared 
with the increase at constant exchange rates. 


424 This build-up in deposits contrasts with the small draw-down 
in the first quarter. East European assets typically decline in the first 
quarter of the year due to the seasonal pattern of trade. In that 
period in 1985, however, assets may also have been drawn upon in re- 
sponse to the unfavourable development of trade described in section 
4.2. 
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TABLE 4.3.1 


Estimated current account balance of payments of eastern Europe 
and the Soviet Union with market economies, 1981-1985 
(Billions of US dollars) 


Tri a ; 
rate ta ae iar 
Total anne Total inch oe 
Bulgaria 
аа et too ЩИ 0.7 = 0.6 = = 
CL" i SN сенью 0.7 — 0.5 se oH Ae 
в. 0.3 0.4 0.1 0.2 0.4 
О een 0.6 — 0.4 0.1 — 0.1 0.7 
TR YS ая — 0.1 — 0.7 0.2 —0.1 0.1 
Czechoslovakia | 
ие Е 0.3 —0.3 — 0.4 — 0.4 —1 0.1 
Зе reef 0.4 — 0.1 _ 0.3 — 0.4 0.1 
ПОЗ Зе. 0.8 0.1 — 0.2 — 0.3 0.5 
pete Е HOR LS Se rca 0.9 0.4 — 0.2 — 0.2 0.7 
ры О АЕ 0.7 0.3 —0.1 — 0.2 0.5 
German Dem. Вер. 
LOS See een = —0.5 —0.6 —1.7 — 0.4 
MS те 2 ie) 0.7 — 0.2 — 1.4 iL?) 
LOSS eRe He ES eS Re es 0.9 0.2 — 0.9 еб 
О rc are viele hice сб 1.0 0.7 0.4 —0.8 1.4 
EKG ee ee ии 1.8 17 0.5 — 0.6 Dogs 
Hungary * ® 
NOS eet ereecte serve eresccayore —0.8 —1.0 —1.2 —1.1 — 1.9 
Е — 0.3 — 0.6 _ 0.8 —1.0 —1.2 
ПОЗ Ч Hee — 0.1 — 0.6 — 0.7 — 0.6 
ПО То. ее. 0.1 0.2 — 0.9 — 0.7 — 0.8 
NGC! а ен — 0.2 — 0.7 — 0.7 — 0.7 — 0.9 
Ро!апа® 
о ое - —0.5 —2.1 —2.9 —2.1 
ПУХ Вон пазы eS 0.6 —2.7 —3.0 -1.1 
И о о 1.4 0.9 —2.4 —2.9 —1.0 
а а Sere 1.5 ail —2.1 —2.5 — 0.6 
ПО ears, oe eee 0.9 0.6 —1.8 —2.5 — 0.9 
Котата® 
а. 0.2 0.5 — 1.0 — 1.0 — 0.8 
OS De а ЧН: 1.4 1.4 — 0.9 — 1.0 0.5 
И оке 2.3 283 — 0.8 — 0.7 1.5 
О ree Sonne 2.1 2.6 — 0.7 — 0.7 1.4 
о помо 2.0 Dee —0.6 — 0.6 1155) 
Eastern Europe 
[CO eS Bee eee ee eer eee —4.2 —3.2 —4.0 —5.4 —8.2 
ROS a ЕН 0.4 —2.4 —5.4 —7.5 —5.0 
LOST eee ор ayy? 157 —5.0 —7.0 0.2 
о. 6.1 3.7 —3.7 —5.7 2.4 
И а 6.2 4.7 —3.3 —5.1 3.0 
о о В ИСХ 5.0 3.4 —2.5 — 4.7 2.6 
Soviet Union 
оо a re —0.7 —0.7 —0.9 —1.9 —1.7 
[OSD Re Meee crea ue 4.3 0.6 —0.8 — 1.9 3.5 
Сб ве Rein niche 6.2 BS: —0.3 —1.5 5.9 
Е. ors ee 6.7 87 — 0.1 — 1.3 6.6 
Е о Je — 0.9 —2.3 — 0.1 — 1.3 — 1.0 
Eastern Europe and 
the Soviet Union‘ 
в ооо creer — 0.8 — 0.8 — 5.2 —7.5 — 5.9 
ОЕ. _ 0.3 —3.1 — 7.0 — 10.0 — 7.2 
А ое is НЕС 9.5 2.3 — 6.2 —9.3 3.3 
ее: ИР 6.3 — 4.4 —7.5 7.9 
ПО eRs See Race 13.0 7.9 —3.7 —6.7 9.3 
ПС ов steers 4.2 1.1 —2.9 —6.3 es 
ee об ee a eee 


Sources: National sources and ECE secretariat estimates for trade balances. ECE secretariat estimates for net services and investment 
income except as noted. 

Note: A positive balance indicates a surplus for the eastern economies 

а Trade balance f.0.b.-f.o.b., except for Hungarian imports which are shown c.i.f. in the national returns 

b Invisibles balances are ECE secretariat estimates, except in the cases of Hungary, Poland and Romania, 1981-1984. Data for these 
three countries include all interest incurred in convertible currencies. The invisibles data for Poland include convertible currency transfers 
from socialist countries of $328 million in 1981. Polish and Romanian official data have been adjusted to include interest arrears in the years 
in which they were incurred, to conform to IMF Balance of Payments Manual recommendations 

Investment income (inflows) for the other eastern countries reflect only estimates of interest earned on assets at BIS reporting banks. 

© Developed market economies (see definition in footnote at beginning of section 4.2). 

d Calculation of trade balances for 1985 as described in footnote a, table 4.2.7. 

е See also the footnote at the beginning of this section on national data covering all convertible currency transactions. 

f Includes estimated investment income deficit of the CMEA banks. 
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TABLE 4.3.2 
Eastern Europe and the Soviet Union: assets held at BIS reporting banks and liquidity ratios (end-of-period), 1982-1985 
Assets Liquidity ratios 
(billions of US dollars) (per cent) # 
1982 1983 ® 1984 1985 с 1982 1983 © 1984 1985 с 
Вана soos. m begets oui с сома а 1.0 172 1.4 1.9 95.2. 45.0 53.4 57:5 
Czechoslovakia он, 0.7 0.9 1.0 1.0 16.8 re ari =? 
German Democratic Керч6 Ис ................ 1.9 3.4 4.5 5.9 DIES , 1 ре 
Hunganyiee. у, Ног 0.7 1.3 115 215 16.5 29.9 37.2 ; 
Poland catar «kudos «ede Pinca eceas eee aks 1.0 1.2 5 1.7 24.2 30.5 35.8 36.2 
ROMAN a ache ео о 0.3 0.5 0.6 0.3 GZ 11.1 15.0 6.4 
Easter EULOPe a. о. 5.6 8.6 10.7 19.3 20.5 31.9 39.0 47.0 
Зое caus оао Бе *° 10.0 11.0 MES Па 25.6 28.8 31.0 29.8 
Eastern Europe and the Soviet Union ........ 16.4 19.7 PRLS 24.5 24.8 30.1 34.6 43.2 


ae 


Source: ECE secretariat estimates; BIS, /nternational Banking Developments (quarterly). 
а Assets as percentage of imports of merchandise from all market economies. 

b New series starting 1983. 

© September. 


TABLE 4.3.3 


Changes in the assets and liabilities of eastern Europe and the Soviet Union at the BIS reporting banks, by country, * 1982-1985 > 


(Billions of US dollars) 
Зена Ен FE ie Е ee ee ee 


Liabilities Assets Net liabilities © 
1982 1983 1984 1985 1982 1983 1984 1985 1982 1983 1984 1985 
Bulgaria’ § sees cos - — 0.3 - 0.6 0.2 0.1 0.4 0.3 — 0.2 — 0.4 — 0.4 0.3 
Czechoslovakia ..... — 0.3 —0.1 —0.1 — 0.1 — 0.3 0.2 0.2 — — 0.1 — 0.3 — 0.3 —0.1 
German Democratic 
Верное: ra —1.1 — 0.2 0.6 0.3 — 0.2 lis) 15) 1.0 —0.9 — 1.7 —1.0 — 0.7 
lBMIpRIAY goeasoesnoc —0.8 0.5 0.3 0.9 —0.2 0.6 0.3 0.8 — 0.6 — 0.1 = 0.1 
Ро ааа. 0.6 2.3 1.6 0.3 0.3 0.2 0.4 - — 0.9 —2.4 —2.1 — 0.3 
Вотан — 0.5 — 0.3 — 0.5 — 0.3 = 0.2 0.2 — 0.3 — 0.5 — 0.5 — 0.7 _ 
Eastern Europe.... —3.3 —2.7 —1.4 1.1 —0.1 2:7 Зы 1.8 —3.2 —5.4 —4.4 — 0.6 
Eastern Europe 
(excl. Poland) ... —2.7 — 0.4 0.3 1.4 — 0.4 2.6 Dal 1.8 —2.3 3.0 2:3 0.3 
Soviet Union? ...... —0.9 №5 Ned! 2.8 2.0 - 1.4 —0.9 —2.9 5 0.3 Bat 
Residualweeesceees 0.3 0.1 0.3 _ 0.1 0.2 — 0.1 - —0.5 —0.3 —0.2 - 
Е басов —4.6 — 1.3 _ 4.0 2.0 2.9 4.3 0.9 — 6.6 — 4.2 —4.3 3:1 


Source: Bank for International Settlements, /nfernational Banking Developments — quarterly reports, Basle, various issues. 


а Country data are ECE secretariat estimates using the BIS-reported changes in total eastern assets and liabilities at constant exchange rates and distributing them, by country, on the 
assumptions that each country’s assets and liabilities reflect the same currency structure as the totals. 


5 End-September 1985 relative to end-December 1984. 


с Net liabilities: a negative sign indicates a decline in eastern net liabilities and a net transfer of resources to the west. 


4 Include positions of CMEA banks. 
© Total also includes Albania and the ‘‘residual’’. 


the German Democratic Republic. 425, 426 On the other hand, 


425 Dr. М. Timar, governor of the National Bank of Hungary, in- 
dicated that the chief aim of fresh borrowing in 1985 was to build up re- 
serves further and to improve the structure of the debt by obtaining 
longer maturities. Financial Times, 19 June 1985. 

426 Both Hungary and Romania regularly report their international 
reserve positions in convertible currencies. Hungary also reports a 
broader aggregate which includes other short- and long-term assets. 


Hungary 


International 
reserves plus 


Of which: 
international 


Romania, 
international 


other assets @ reserves Ч reserves В 
о 2.8 1.2 0.6 
поро ва F Bu 1.9 0.7 
есь 4.8 2.6 0.8 
1985 аланы 6.7 3-5 (ОИ: 


——— 
Sources: National Bank of Hungary, Quarterly Review; IMF, International Financial 
Statistic 


4 Includes gold valued at US $226/ounce (national valuation) 
5 Includes gold valued at SDR 35 per ounce. 
с End-September 


Romania reduced its deposits to low levels in 1985. This con- 
trasts with the relatively favourable asset position (by 
Romanian historical standards) which had been achieved in the 
previous year. 477 It might be noted that low reserves and an un- 
favourable liquidity position, along with a bunching of maturi- 
ties coming due, were the primary causes which drove Romania 
into debt rescheduling in 1981. 


For eastern Europe as a whole, the ratio of assets to imports 
from market economies (liquidity ratio) approached 50 per 
cent, implying that assets covered almost six months’ of im- 
ports’ (goods only) from market economies. Taking three 
months’ import coverage as the normal requirement, the ratios 
were favourable for most countries, Romania being the only 
exception (table 4.3.2). 


427 Reserves were run down during the first half of 1985 Owing to 
Romania’s unusually heavy debt servicing obligations. However some 
reconstitution of reserves occurred during the third quarter. Ap- 
parently at least part of a $150 million bank loan negotiated at the end 
of 1985 was intended to boost reserves. 


East-west financial developments 


The Soviet Union’s asset position appears to have developed 
according to the established seasonal pattern. Deposits were 
run down in the first quarter of 1985 by almost $3 billion 
(probably in large part to finance the current account deficit), 
but rose in the two subsequent quarters, reaching some $11 
billion. At constant exchange rates, however, they are still be- 
low the level of end-December 1985. This pattern of reserve ac- 
cretion, despite a weakness in export earnings, suggests that 
high importance is attached to the maintenance of an adequate 
asset position. If the typical seasonal pattern continues to hold, 
deposits will have risen again at the end of the year. 


Eastern publicized credits at record level 


The growth of the volume of medium- and long-term funds 
raised by eastern Europe and the Soviet Union gained mo- 
mentum in 1985, reaching a level of $5.2 billion by the end of 
the year (table 4.3.4). In the process, the previous record estab- 
lished in 1979 was exceeded. 428 Borrowing was highly concen- 
trated on Hungary, the German Democratic Republic and the 
Soviet Union, which together accounted for about 80 per cent 
of the funds raised. Hungary was again the most active CMEA 
borrower. In its first major borrowing since 1979, Bulgaria 
took up three credits totalling $475 million, while Czecho- 
slovakia, which was not in the market in 1984, acquired over $100 
million. Romania raised its first publicized medium-term loan 
($150 million) since its 1982-1983 rescheduling, mainly from the 
banks involved in that exercise. The Soviet Union’s most recent 
credit involved a $400 million facility arranged by United States 
banks with the participation of a London subsidiary of a Can- 
adian bank. The credit, which is intended to finance grain 
purchases from North America, comprises a bankers ac- 
ceptance facility and funds on an underwritten basis. Despite 
the concentration of funds raised, there was a marked widening 
of the range of borrowers. 


Owing to its continuing financial difficulties, Poland has not 
had access to the syndicated loan markets, although it appears 
to have received some supplier credits. 429 


As 1985 progressed, all eastern countries in the market except 
Romania managed to obtain better terms. Margins declined, 
often to one quarter or three eights percentage points, and ma- 
turities of seven to eight years were generally available. Borrow- 
ing was also characterized by diversification into credits de- 
nominated in Yen and ECU. 


Western banks’ willingness to increase lending and offer bet- 
ter terms in 1985 reflected eastern Europe’s generally improved 
external financial position and the continuing competition 
among international banks in a liquid market for the business 
of creditworthy borrowers. Western banks have found lending 
to the east relatively profitable owing to these countries’ pre- 
ference for conventional syndicated loans. By contrast, much 
of international lending activity has been concentrated in the 
Euronote market where the returns to banks have been less at- 
tractive. 430 On the whole, the supply of funds available to the 
east seems to have exceeded demand—an interpretation 
suggested by the frequent oversubscription of credits. 


428 This level was attained in 1985 without the participation of 
Poland, which had been one of the largest eastern borrowers in 1979, ac- 
counting for almost $900 million of the $4.7 billion raised in that year. 

429 Ninety-five per cent of Poland’s commercial bank debt falling 
due in the period 1984-1987 was rescheduled in a multi-year arrange- 
ment concluded with western banks in 1984. As part of that agreement 
new credits totalling $700 million were to be made available by com- 
mercial banks in 1984-1985, particularly through the recycling of inter- 
est payments. 

430 See section 4.1(ii) on this point. 
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One notable feature of east-west financial activity in 1985 
was the heightened involvement of United States’ banks. 
After a near withdrawal from lending, they led international 
consortia of banks in arranging loans to several east 
European countries in 1985. 


In early 1986 the volume of publicized credits in the stage 
of negotiation appears to have declined compared with both 
the last quarter of 1985 and the same period in the previous 
year. Only $248 million was raised in January 1986, all by 
Hungary (table 4.3.4). 3! Other not yet recorded credits in- 
volve $100 million for the International Bank for Economic 
Cooperation (IBEC) in the first half of February 1986. The 
Soviet Union’s foreign trade bank was negotiating a $200 
million credit (for 8 years at 1/4 point over LIBOR). At the 
close of 1985, Romania was seeking an additional $150 
million, but it does not appear that agreement with banks 
had been reached. Overall the slowdown in credit takings ap- 
pears due to a curtailment of eastern demand for funds 
rather than to a stiffening of credit terms on the part of 
lenders. 


The determinants of eastern demand for credit are not 
fully known, but they seem to vary from country to country. 
Several objectives can be discerned. First, a further improve- 
ment in asset positions appears to have been the aim of 
several countries, judging from official pronouncements and 
from the increase in deposits in the first three quarters of 
1985. Second, an amelioration of the maturity structure of 
liabilities has also been mentioned in official announcements 
(e.g., Hungary, as noted). #32 Third, loans at the improved 
terms have been used to pre-pay higher cost credits obtained 
when eastern access to the market was constrained. Fourth, 
in several cases new credits have been used to pay off matur- 
ing debt. Finally, increased east European borrowing has 
been reflected in the higher undisbursed credit commitments 
of banks to these countries. From a nadir of some $2.2 
billion in end-1983, undisbursed credit commitments to 
eastern Europe rose progressively to almost $3.4 at end-June 
1985. Commitments of BIS banks to all east European coun- 
tries climbed, with especially large increases towards the Ger- 
man Democratic Republic and Hungary. While these figures 
are still considerably below those recorded around the turn of 
the decade (by some $8 billion), they do reflect relatively 
favourable positions for all countries except Poland and 
Romania. 433 


Given the nature of much of the borrowing in 1985, it 
would not necessarily be expected to lead to any appreciable 
increase in net liabilities. In fact, east European net liabilities 
actually declined (see below), which is consistent with pro- 
nouncements by the authorities of several eastern countries 
concerning the reduction of debt. 434 


431 In contrast to this sluggish pace, over $500 million in pub- 
licized credits had been recorded in January of 1985. 

432 According to BIS data, the German Democratic Republic and 
Hungary, two of the major borrowers, improved the maturity struc- 
ture of their liabilities in the first half of 1985 by raising the share 
coming due in two years or later. For other countries, the share of 
maturities coming due in less than one year tended to increase. 

433 Before the onset of their financial difficulties, these two 
countries together often accounted for over 60 per cent of the credit 
commitments of banks to eastern Europe. At end-June 1985 commit- 
ments to them accounted to only $600 million, or about 15 per cent 
of the east European total. 

434 References to statements to this effect by the authorities of 
Czechoslovakia, Hungary and Romania were made in past issues of 
the Economic Bulletin for Europe and The Economic Survey of 
Europe. 
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TABLE 4.3.4 


Medium- and long-term funds raised by eastern Europe and the Soviet Union 
on the international financial markets, 1981-1985 
(т millions of US dollars) 


1981 1982 1983 1984 1985 Jan. 1986 
ee ee ee ee ee 
Bulgariaeshas atti: брось eventos ПОС - = - _ 475 = 
Gzechoslovakiar ieee seat ode ees te 30 _ 50 - 122 = 
German Democratic Republic ................... 516 69 386 936 1 173 = 
[PETA Peas ho Soe О оао 3 591 483 567 1 166 1 578 248 
YG) Titel), SPR Ce eS nites Bini Sime — — — 260 = = 
Е о о ое as es eet cars cua cage 337 - — - 150 _ 

Paster me коре ао “abies ее" 1 474 552 1 003 2 362 3 498 248 
SoviehWnion совосовсоовас о Эва озв ето. 25 153 68 867 1 489 = 
СМЕА Ватт. п ate eee. tae. onsen lave 100 — — 140 250 = 

Eastern Europe and the Soviet Union ........... 1 600 704 1 071 3 369 5 236 248 

of which: 

Bank loans)? 55 secur ase би оао 1 528 550 889 2 676 4 200 - 

Other ее сое ИЕ и — 142 ip 295 250 — 

Roreignibankiloans(o trees ieee 21 13 111 358 339 148 

Bonds Fees. ое аа ax - _ 41 447 100 


Source: OECD, Financial Statistics Monthly, Part 1, Paris, February 1986. 
а International bank loans in Eurocurrencies, excluding offically guaranteed loans and rescheduling of debt. 
b Other bank facilities, including bankers’ acceptances. 


с In domestic currency of lending countries, excluding guaranteed loans. 


Eastern liabilities vis-a-vis BIS reporting banks already discussed. Bulgaria was an exception: its liabilities 
rose moderately 435 rose in excess of syndicated borrowing and its net debt in- 
creased. 


The upward trend in western banks’ lending to eastern ; р oer Senate 

Europe (excluding Poland) 436 since 1983 has led to only small As regards the Soviet Union, its liabilities vis-a-vis BIS re- 
increases in these countries’ liabilities at BIS reporting banks Porting banks rose by some $2.8 billion mm the first three 
(table 4.3.3). At constant exchange rates, east European liabili- @uarters of 1985 (there were additions only in the second and 
ties barely increased in 1984, despite new publicized medium- third quarter). This suggests borrowing to finance its trade 
and long-term credits of well’over $2 billion. Similarly, in the  Чейси of the first half. However, these additional funds were 
first three quarters of 1985 syndicated credits of some $3.5 also likely to have been used to partially reconstitute deposits 
billion led to an increase of only $1.4 billion in liabilities. These i" the same two quarters. 47 In fact, the Soviet Union ac- 
results tend to confirm the view presented above that the objec- crued assets in excess of the increases in liabilities in the third 
tive of much new borrowing has not been the financing of near- ЧЧамег, thereby lowering its net debt in that period. Never- 
term import expansion. theless its net debt rose by $3.7 billion (at constant exchange 

rates) in the first three quarters combined (table 4.3.3). 

As regards individual eastern countries, those whose pub- Е Е 

licized medium- and long-term credit takings were the largest In July 1985 Poland and official western creditors (the 
in 1984 and the first three quarters of 1985 (i.e., the German Paris Club) reached an agreement on the rescheduling of $11- 
Democratic Republic and Hungary) also raised their liabilities 12 billion of unpaid interest and principal from 1982-1984. 
vis--vis BIS reporting banks. However, even for these coun- Another agreement on the rescheduling of $1.4 billion falling 
tries, net liabilties at BIS reporting banks declined or stag- Че in 1985 was signed in November. Although Poland has 
nated, as did those of the remaining countries, thereby point- managed to continue servicing its obligations to western com- 
ing to the apparent importance of the asset-building motive ™éercial banks, in December it failed to meet a payment of 

$550 to western government creditors. The short-fall in its 


; | trade surplus in 1985 appear i is. 438 
435 In contrast to the previous subsection which focused on new = Se aah con cama aie 


lending, the following deals with eastern liabilities (and changes) vis- 

a-vis BIS reporting banks. The coverage of this series is broader in 

some respects than that of medium-term funds raised in interna- (Ш) Total eastern liabilities in convertible currencies 

tional financial markets in table 4.3.4. The BIS data also cover di- 

rect bank-to-bank lending (including, importantly, short-term credits After several years of decline, the external indebtedness of 


and guaranteed loans, for neither of which separate statistics are av- : : ; : : 
Г : ‹ > Stal eastern Europe and the Soviet Uni 
ailable). On the other hand, not all syndicated lending is reflected in P on in convertible currencies 


the BIS data, e.g., that part which is held as assets outside the bank- is estimated to have risen in 1985 (table 4.3.5). Data for mid- 
ing system or by banks outside the BIS reporting area (e.g. banks in 1985, based upon national sources and the BIS/OECD ге- 
Arab countries, etc.) is not covered. porting system, show an increase of over $1 billion in eastern 


436 The reasons for considering separately an aggregate of eastern Europe’s gross debt. However, its net indebtedness (defined 
Europe excluding Poland at this time have been discussed previously 
in Economic Commission for Europe, Economic Bulletin for 


Europe, vol. 36, No. 4, Pergamon Press for the United Nations, 437 The Soviet Union also recorded a trade surplus in the third 
December 1984. Very briefly, it is felt that the BIS data are likely to quarter, as noted. 
overstate the reduction in Poland’s liabilities because of the treat- 438 New credits from the Paris Club members have remained an 


ment by banks of maturities (commercial and guaranteed) which issue between the two sides, with only Austria and the Federal Re- 
have come due but have not been settled by the borrower. public of Germany having extended new credit lines 


East-west financial developments 


он. ЗВАНИИ. 
ТАВЕЕ 4.3.5 


____ ~~ Estimated convertible currency debt of eastern Europe and the Soviet Union, 1982-1985, end-of-year 
(Billions of US dollars) 


Е НЫ las a | ae НОО 


Gross debt 
ne ee eee 
1982 1983 1984 жи 
Е ВЫ OS TE Л ea ee 
Bulgaria cc. о, а 2.9 2.4 Я 2.3 
Czechoslovakiaee see eee eee 3.7 3.5 Sail 3.0 
German Democratic Republic ......... 12.6 ley 1105 11 6 
Hungaryisr reese а sos ks eet: Wd) 8.3 8.8 9:7 
Poland a Ae Pe eS ee ae 26.2 26.4 26.8 27.4 
ROMAN Lal eran tetaer vies ee re ere cern oes 9.8 8.9 ee 6.7 
Easter Е осо ee eee eee 62.8 61.2 59.5 60.7 
Soviet Union and CMEA Banks ........ 28.4 26.9 25.6 28.0 
Eastern Europe and Soviet Union..... 91.2 88.0 85.2 88.8 


Net debt» 

Вана елке dame ates 1.9 192 0.7 0.7 
Czechoslovakian sv.t ti ane 3.0 2.6 Ask 2 
German Democratic Republic ......... 10.7 8.4 7.0 6.3 
Hungary” оон а 7.0 6.9 И.Э 7.8 
РО Е 25:2 25:2 25.3 25.1) 
Вал 9.5 8.4 6.6 6.2 

Easterit о торе се, ae 57.3 52.6 48.8 48.8 
Soviet Unionand CMEA Banks........ 18.4 16.0 14.3 18.5 

Eastern Europe and Soviet Union..... 75.6 68.6 63.1 67.3 


Sources: National data for: Hungary, Poland and Romania; BIS/OECD, Statistics on External Indebtedness: Banks and Trade- 
Related Non-Bank External Claims on Individual Borrowing Countries and Territories, Paris and Basle, January 1986, for Bulgaria, Czecho- 
slovakia, German Democratic Republic (adjusted here to include claims of the Federal Republic of Germany arising from clearing 
exchanges), Soviet Union (including CMEA banks). These data exclude any indebtedness to countries outside the BIS/OECD reporting 


area (e.g., all developing market economies). 
а Includes arrears on official debt. 
Ь Gross debt less eastern assets at BIS reporting banks only. 


here as its gross debt less eastern deposits held at BIS reporting 
banks) #39 remained unchanged, the difference in the changes 
between these two debt measures stemming from the build up 
of eastern deposits. While the impact appears to have been 
small, in the first half of the year the depreciation of the US 
dollar against other currencies, in which about one half of the 
eastern debt is denominated, raised the debt in US dollar terms. 
Otherwise eastern Europe’s net debt would have declined some- 
what to the end of June because of further reductions by the 
German Democratic Republic and Romania. 


Both the Soviet Union’s gross and net debt rose in the 
first half by over $2 billion and $4 billion respectively, the 


439 This incomplete measure of net debt is not fully satisfactory since 
it does not account for all eastern assets. To this extent, it tends to over- 
state true net indebtedness. Another limitation of the measure is that it 
does not always permit a full reconciliation with developments in the 
current account. On these points, see Economic Commission for 
Europe, Economic Bulletin for Europe, vol. 36, No. 4, Pergamon 
Press for the United Nations, December 1984, pp. 460-461. 

National data taking account of a broader range of assets are av- 
ailable only for Hungary and Romania (billion dollars): 


i UE ESET 
Hungary 


Romania 
a b a 
еее. 6.5 4.9 9.2 
а ь 6.4 4.6 8.2 
1984 ее. 6.3 4.1 6.3 
сои 8.2 5.0 6,2. ° 


а Incorporating international reserves only. 
> Incorporating international reserves and other financial assets. 


с End-June. 


change in net debt being larger because of the Soviet 
Union’s recourse to its deposits. In this case also, the exchange 
rate effect has raised the indebtedness in US dollars, but the 
impact was marginal. 


To the end of 1985, the effect of US dollar depreciation was 
considerable as most major currencies rose over 20 per cent 
against the US dollar. For the eastern net debt this implied a rise 
of some 10 per cent, or over $6 billion, as a result of this factor 
alone. Taking these changes into account, it is estimated that 
the net indebtedness of eastern Europe will have increased fur- 
ther to nearly $52 billion at the end of 1985, while that of the 
Soviet Union including CMEA banks may have mounted to 
over $19 billion. 


The debt burden of eastern Europe, measured in terms of net 
interest payments as a percentage of exports to market 
economies, continued to ease in 1985 (table 4.3.6). In general, 
as noted, net interest payments fell (for the reasons already dis- 
cussed) at a faster pace than exports of goods. By contrast, the 
ratio for the Soviet Union turned up but still remains very low 
by international standards. 


Another indicator of debt burden, the net debt to export 
ratio, however, is estimated to have turned up for both eastern 
Europe and the Soviet Union because of the diverging move- 
ment of net debt and export revenues (table 4.3.7). A note- 
worthy point is the considerable difference between countries in 
the levels of this indicator, most countries’ debt representing 
less than one year’s export earnings from the market 
economies. 
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TABLE 4.3.6 


Eastern Europe and the Soviet Union: ratio of net interest 
payments to exports to the market economies, 1980-1985 


(Per cent) 

a a a a 
1980 1981 1982 1983 1984 1985* 

т а haan ee Oe 
Вора 11.7 10.1 Whee 5.6 323 Pil 
G@zechoslovakials а 6.6 8.6 Tes 5-7 5.0 4.2 
German Democratic Republic ... 20.5 23.2 16.8 10.6 8.8 6.7 
Ноа а sce eatery set 9.9 28.0 23.7 15.4 17.5 1937 
Poland ее 30.0 51.0 55.5 52] 42.4 44.6 
Вотан а... 1252 14.5 14.7 11.8 10.1 8.7 
Easter Ето rie acini 18.8 24.2 21.4 16.7 14.3 14.0 
ЗО 3.9 5.0 4.4 3:5 3.0 3.6 

Eastern Europe and 

the soviet Union] serene 10.7 ЕЯ 11.7 9.1 8.5 8.8 


Source: ECE secretariat estimates. Net interest flows for Hungary, Romania and Poland are from national sources, and in the case of 
Poland were adjusted for interest arrears. Export data used refer to goods only and thus exclude service and transfer receipts. 


4 Includes net interest payments of CMEA banks. 


TABLE 4.3.7 


Eastern Europe and the Soviet Union: ratio of net debt to 
exports to market economies, 1980-1985 


(Per cent) 

1980 1981 1982 1983 1984 1985* 
Вана eae. eee 89.1 68.4 56.5 43.0 PA; af 
(Czechoslovakia err e acne 64.0 61.1 62.6 52.7 42.7 44.0 
German Democratic Republic ... 199.2 172.0 129.2 93.3 76.5 65.8 
Нопрабу ны он а 187.2 197.8 170.6 161.3 170.8 240.5 
Poland: eh oo ieee 301.5 446.2 460.6 456.1 431.3 492.0 
Вошашаз ские vos, aeons 143.7 136.1 151.3 133.8 93.4 87.9 
BastenmEeurope sees 179.0 187.4 177.6 160.2 142.2 155.0 
а И ооо ав овова с 41.7 48.6 37.6 31.4 25.4 42.9 

Eastern Europe and 
the Soviet Union? ......... ili ey? 117.0 102.0 90.9 81.3 102.0 


Source: ECE secretariat estimates. Gross debt figures for Hungary, Poland and Romania are from national sources. Net debt is cal- 
culated using only deposits of these countries at BIS reporting banks. Incorporation of other assets would lower these figures as would 
service and transfer receipts in exports. 


4 Includes debt of CMEA banks. 


4.4 PROSPECTS FOR EAST-WEST TRADE 


While the impact of the oil price drop on global activity is expected to be positive, the implications for east-west 
trade are not auspicious. Faster growth in the developed market economies ma 'у translate into enlarged possibili- 
ties for eastern exporters. The need for western goods is likely to remain high in the east, but revenues from oil 
exports would suffer. Resort to credits is an option. The conservative stance towards debt generally adopted by 
eastern countries would weigh against a surge in eastern borrowing. In this section, the outlook for western 
economic activity and certain aspects of western supply are discussed first; then the focus turns to the factors 
likely to affect eastern demand for western goods; finally, the impact of the recent oil price decline on east-west 


trade and some possible responses are discussed. 


(i) More buoyant western demand should stimulate imports 


Improving prospects for western economic growth seem to be 
the main element which should buoy east-west trade in 1986. 
While the link between overall economic activity in the west and 
imports from the east is not always very strong (as in 1985 for 
example), the outlook for western markets does nevertheless 
determine the overall prospects for eastern exports. According 
to present forecasts, western Europe’s GDP growth is expected 
to quicken from 2 1/2 per cent in 1985 to some 3 1/2 per cent in 
1986. Western Europe’s prospects are particularly important in 
this regard since it absorbs over 90 per cent of the east’s total 
exports to the west. Importantly, the Federal Republic of Ger- 
many’s growth outlook has continued to improve. This country 
is by far the largest individual western market for the east, ac- 
counting for about one quarter of western imports from that 
group; expected shifts in the development of the Federal Re- 
public’s demand structure away from export-led growth toward 
more dynamic domestic demand is likely to have favourable im- 
plications for imports. A similar development may arise in 
other western countries under the impetus of lower oil prices. 


On a global basis, pressures for increased protection from 
foreign goods have been mounting and have led to the applica- 
tion of some new measures and the tightening of existing ones. 
These developments have given rise to a sense of urgency to 
counteract what has been called the new protectionism, and 
have provided the impetus to begin a new round of global trade 
negotiations under GATT. However, it is quite uncertain to 
what extent the prospective negotiations can slow the applica- 
tion of protectionist measures or roll back existing barriers. 
Substantial progress is likely to be difficult, given persistent 
levels of high unemployment, but the improved prospects for 
faster economic growth may offer some cause for optimism. 
Global developments in protectionism can also affect east-west 
trade and have heightened concern about future access to 
foreign markets. 


As regards developments affecting western exports to the 
east, easier availability of official and guaranteed trade credits 
has facilitated trade in capital goods in particular. On the other 
hand, western sales of a range of high technology goods, in- 
cluding some which the east would find useful in its current ef- 
forts to modernize and restructure industry, have been con- 
strained by export controls. During the 1982-1984 multilateral 
list review, agreements were reached by those western countries 
participating in the Co-ordinating Committee for Multilateral 
Export Controls (COCOM) to tighten controls in a number of 
high technology areas deemed to have military applications, 
e.g., computers, software, microprocessors, telecommunica- 
tions equipment, and advanced materials. Subsequently, 


COCOM member countries have been revising their national 
regulations to implement these agreements. 


(ii) Eastern imports needs high; tightness in supply of exports 
likely to persist 


While the east maintains considerable interest in imports 
from the west, its demand for western goods is constrained by 
the availability of convertible currency. Nevertheless, a con- 
tinued expansion in output—the plans for 1986 call for some 
rise in the growth rate of industrial production—and somewhat 
higher rates of investment should provide opportunities for 
western exporters of intermediate, capital and consumer goods. 
In recent years there has been a tendency to raise the share of 
industrial inputs and consumer goods in total imports to sup- 
port output growth, as agricultural import needs have dimin- 
ished. Nevertheless, according to some official statements there 
remains an unsatisfied need for imported industrial inputs 
which is difficult to fulfill owing to constraints on convertible 
currency purchases. 


While the historical relationship between domestic invest- 
ment and the imports of capital goods has often been a loose 
one, the pick-up in eastern investment activity foreseen in the 
plans for 1986 should improve the prospects for western export- 
ers of engineering goods. In several east European countries im- 
ports of engineering goods started to recover in 1984-1985. 
Perhaps even more important are the underlying requirements 
for new machinery and equipment to modernize the existing in- 
dustrial structure. The pace of this transformation slowed in 
past years when investment activity, and often imports of 
equipment, had to be curtailed in the interest of external adjust- 
ment. 


In that respect the Soviet Union’s plan for 1986 stands out 
since it envisages more than doubling the growth of gross in- 
vestment expenditure, from some 3 per cent in 1985 to almost 8 
per cent. Two features of current Soviet economic policy may, 
in particular, have implications for its capital goods imports. 
First, the stress in the 1986 Soviet plan is on the rapid mod- 
ernization and restructuring of industry. While domestic industry 
and purchases from other CMEA countries are counted upon 
to provide the overwhelming share of the necessary new ma- 
chinery and equipment, imports of these goods from the west 
could also play a role. Second, an ambitious energy investment 
programme has been conceived which calls for considerable rise 
in outlays, including a 31 per cent increase in expenditures on 
the oil extraction sector. Since some of the equipment needs of 
these industries have traditionally been met by imports from the 
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west, the Soviet Union might step up such purchases to fa- 
cilitate implementation of the programme for this year. 


While it may have been too early for the import requirements 
underlying the Soviet investment plans for 1986 to be fully re- 
flected in western commercial data, attention should be drawn 
to the fact that as of mid-November 1985, the Soviet Union’s 
orders of machinery from the west had not shown a particularly 
strong upturn. 44° In fact, the signs point to an appreciable cur- 
tailment in the most recent months for which data are available. 
Taking normal delivery lags into consideration, these data 
suggest that no boom in machinery and equipment imports is 
imminent in 1986, although purchases are likely to increase 
from the low 1985 level. 


Finally, it might be noted that in the west, particularly among 
manufacturers of engineering goods, the start of a new five- 
year plan period has aroused anticipation of increased eastern 
purchases of machinery and equipment in support of new in- 
vestment programmes. However, past experience does not offer 
evidence in favour of a systematic surge in eastern equipment 
imports in the first year of a five-year plan. “4! 


Eastern imports of agricultural products are expected to de- 
cline in value in the first half of 1986, partly owing to weak mar- 
ket prices. Results in east European agriculture were mixed in 
1985—some countries had record or near record harvests while 
drought adversely affected the output of others. Beyond the 
first half of 1986, food imports will increasingly become depen- 
dent upon the outlook for the forthcoming crop year, but prices 
are expected to remain weak. If recent import trends continue, 
east European food purchases may be further reduced. The 
Soviet Union’s imports in real terms are expected to remain at re- 
latively high levels but expenditures should drop appreciably 
owing to lower prices. 442 


Eastern convertible currencies inflows, which determine the 
overall value of imports from the market economies, essentially 
reflect the course of export earnings, though these may be sup- 
plemented by credit takings. Although western demand is a key 
determinant of these revenues, eastern supply conditions are 
also important, especially in the energy sectors. Currently, the 
outlook for the Soviet Union’s export of fuels to the west (in 
quantity) looks uncertain. On the one hand, its deliveries of gas 
to western Europe are slated to rise in accordance with the 
provisions of long-term contracts. On the other hand, the 
Soviet Union’s production of crude oil declined again in 1985 and 
exports to the west were sharply down for this and other 
reasons. Investment plans in the Soviet Union for 1986, as 
noted, attest to the considerable importance attached by Soviet 
authorities to improving the supply situation in this industry 


440 Economist Intelligence Unit, Quarterly Economic Review of the 
Soviet Union, No. 4, 1985, p. 17. This source shows orders of machin- 
ery by the Soviet Union amounting to $2.6 billion for the period 1 
January-14 November 1985, up from the exceptionally low ordering ac- 
tivity in 1984, but far below past peaks. It also draws attention to the 
possibility of error in its estimates for the most recent quarter owing to 
the fact that a substantial number of contracts have been reported with- 
out disclosure of the contract value. The highest level of ordering, 
amounting to $6 billion, was recorded in 1976 and 1981 in connection 
with large pipeline contracts. 


#41 During the four five-year plan periods of 1961-1985, the growth 
of machinery and equipment imports of the seven eastern countries ac- 
celerated in the first year of the five-year plan in 13 instances, but 
slowed or actually declined in 15 cases. Only in 1966 did the machinery 
imports of most eastern countries accelerate. j 


44? For recent trends of western agricultural goods exports to the 
east, see Economic Commission for Europe, Economic Bulletin for 
Europe, vol. 37, No. 4, Pergamon Press for the United Nations, 
December 1985, table 2.7. 
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and, indirectly, to the convertible currency revenues derivec 
from it. Presumably the plan also envisages a continuing anc 
determined effort to substitute other energy forms for oil ir 
domestic uses, thereby freeing it for export. The impact of thi: 
investment programme on oil output and exports in 1986 and 
beyond will depend upon a number of factors, including the 
speed at which the large quantity of additional machinery and 
equipment foreseen in the plan materializes and becomes 
productive, the rate at which other forms of energy are sub- 
stituted for oil, the development of domestic consumption, and 
the evolution of exports to the CMEA countries. 43 


The one quarter of total East European exports to the west 
accounted for by fuels is to a large part based upon imports of 
petroleum, mainly from the Soviet Union, but also from middle 
eastern countries. As regards supplies from the Soviet Union, 
trade protocols for 1986 and the remainder of the 1986-1990 
plan period suggest little change from deliveries in 1985. 
Moreover, given that several east European countries have been 
experiencing energy shortages, there may be little buoyancy in 
eastern petroleum product exports in real terms, particularly if 
domestic demand also grows. As regards coal exports, largely 
from Poland, it appears that there is little scope for further ex- 
pansion given tightening constraints on production. 444 


Food deliveries to the west were one of the main dynamic ele- 
ments in the east European exports in 1985, increasing earnings 
at a time of declining prices. If recent trends continue, the 
volume of exports may well continue to rise provided there are 
no severe harvest setbacks. 


Manufactured goods exports have supplied about one half of 
east European (and 10 per cent of Soviet) export revenues 
earned in the developed market economies. While the determi- 
nants of these exports are complex, attention may be drawn to 
the fact that eastern exports of these goods declined in real 
terms in 1985 despite an expanding western market. This loss of 
western market share seems to reflect a long-term trend indicat- 
ing that the east benefits progressively less from buoyant wes- 
tern import demand. 


Some pressure on eastern Europe’s resources, and thus on its 
export potential vis-a-vis the west, is expected to continue 
owing totheneed for further exferna/ adjustment intraderelations 
with the Soviet Union. Pressure stemming from the deteriora- 
tion of eastern Europe’s terms of trade is likely to cease as oil 
prices in intra-CMEA trade peak. In 1987, relief should be 
forthcoming as oil prices are likely to turn down and eastern 
Europe’s terms of trade start to improve. Nonetheless, tight- 
ness in east European resources would remain as those count- 
ries still running trade deficits with the Soviet Union seek to 
eliminate them, and, thereafter, reduce debt stemming from 
past trade deficits. 

In addition to the convertible currency earned in western 
markets, a part of eastern revenues originate in the developing 
countries. However, adjustment measures undertaken by 
highly indebted developing countries have constrained their im- 
port demand, with negative implications for eastern Europe. A 
large share of eastern exports to the developing countries is 
destined for oil producers, whose income has been particularly 


“43 Re-exports of crude oil imported from the Middle East or of 
products based upon it, have often made important contributions to 
the overall oil exports of east European countries and of the Soviet 
Union to the west. These deals depend largely upon the barter of 
eastern manufactures for oil and opportunities for transactions of this 


kind appear to depend upon, among other factors, the state of the oil 
market. 


“44 Total Polish exports of coal are projected at 35-37 million tons in 
1986 compared with 36 million tons in 1985, 
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affected by the erosion of oil prices. These developments un- 
doubtedly explain, at least in part, the continuing fall in eastern 
exports to the developing countries in the first three quarters of 
1985. Another factor may be a reduced willingness on the part 
of the east to promote exports to these areas by means of export 
credits—due to the fact that some developing countries have 
fallen into arrears on such obligations. 


On balance, this assessment of eastern export potential, in 
addition to the points raised above in the analysis of the disap- 
pointing eastern export performance in 1985, suggest a 
cautiously subdued outlook. In fact, official plans of several 
eastern countries, elaborated before the oil price decline, tend 
to support this assessment (table 4.4.1) and various com- 
mentaries draw attention to the inadequacy of the export plan 
figures if other objectives are to be achieved. 445 


TABLE 4.4.1 


Eastern plans for non-rouble trade in 1986 
(Percentage increase) 


Exports Imports 
fe ZeChOSlOVAKIa “meester 0.2 Ses 
Пират Uses. Sees Е 2-2.5 1-2 
ВАНО Sei Le LEP 2) Be 2 _3 


Sources: Hospodarske поуту, No. 9, 1986; Népszabadsdg, 31 December 1985; Rzeczpospo- 
lita, 12 December 1985. 


4 With non-socialist countries. 


> In volume. 


(iii) Oil price decline likely to curtail east-west trade 


The sharp plunge in world oil prices at the beginning of 1986 is 
bound to have a profound impact on the development of east- 
west trade. If prices were to stabilize at $15-20 per barrel—30- 
45 per cent below the average 1985 level—this could result in a 
17-22 per cent ($4-5 billion) fall in the export revenues of the 
Soviet Union from the west. 46 The full impact would of course 
be felt only gradually as the spot market and posted price levels 
are incorporated in contracted prices; on the other hand, the 
impact would eventually be larger as the prices for other fuels 
(natural gas in particular) and petro-chemicals are also af- 
fected. 447 As regards the Soviet Union’s gas deliveries, a price 
decline in the range cited would imply a further fall of 4-7 per 
cent ($1-2 billion) in export revenues from the west. The Soviet 
Union would be expected to suffer a large terms of trade loss 
vis-a-vis the west since the oil price fall would ultimately affect 


445 For example, during parliamentary debates on Hungary’s draft 
five-year plan, views were voiced about the implications of the 3-3.5 
per cent annual export growth figures (which are higher than the plan 
figures for 1986). On the one hand, doubts were raised as to whether 
the existing export promotion system would give enough impetus to en- 
terprises to achieve this target (Ней Vilaggazdasdg, 4 January 1986). 
Others found the planned rate insufficient to provide adequate import 
growth. Moreover, it was noted that at those rates Hungary’s share of 
the world market would continue to contract (Népszabadsdg, 21 
December 1985). 

446 These figures, as well as the following discussion, are based upon 
the assumption that neither the geographical pattern nor the quantities 
of fuels traded change owing to the price change. In fact, some modi- 
fication of flows may well occur as eastern Europe, the Soviet Union 
and OPEC countries adjust to the new price levels. These estimates are 
based on the 1985 commodity composition. 

447 In 1984 eastern Europe and the Soviet Union together exported 
some $3.4 billion of chemicals to the west but imported $5.1 billion in 
return. While the higher import figure might suggest a greater reduc- 
tion in the east’s import bill from the oil price drop, the east’s terms of 
trade in this commodity group may decline since its imports from the 
west apparently have a lower cost share of oil than its exports. 


some 80 per cent (the share of fuels in its exports) of its export 
earnings,. Another 5-10 per cent provided by primary goods 
could also be subject to falling prices. 448 


While eastern Europe is expected to experience some short- 
run terms of trade loss vis-a-vis the west, the outcome is less 
certain than in the case of the Soviet Union because of off- 
setting effects. About one quarter of east European exports to the 
west consists of fuels, two thirds of which is in petroleum pro- 
ducts that are likely to be affected by the lower oil price. Prices 
of coal, which accounts for about one third of the fuels share, 
are likely to change less than that of oil. Declining prices of 
primary goods affect another quarter of total east European ex- 
ports. These two factors, especially the former, could offset 
any effects of relative price gains in east European exports of 
manufactures. Accordingly, eastern Europe’s terms of trade 
loss will probably tend to reduce its capacity to import from the 
west. However, the extent to which this occurs depends on the 
development of its convertible currency expenditures outside 
the developed market economies, particularly on crude oil. For 
example, if all east European crude oil purchases originate in 
OPEC, then lower oil prices would improve east European 
terms of trade with OPEC which would compensate for (and 
probably neutralize) its loss in terms of trade vis-d-vis the west. 
On the other hand, if an east European country exports fuel ex- 
tracted domestically, there would be no compensating terms of 
trade gain, and if its fuel exports are based on fuel imports from 
the Soviet Union, offsetting terms of trade gains may take some 
time to come. 449 Since most east European countries fall some- 
where between these two cases, 450 the purchasing power for the 
group as a whole would on balance probably be reduced, put- 
ting downward pressure on imports. 


Indirectly, eastern Europe and the Soviet Union may also 
lose revenues if third world oil exporters find it necessary to re- 
duce their imports from them because of the cut in their in- 
comes. 


On the whole, the west’s terms of trade should improve, since 
some 70 per cent of its total exports (i.e., manufactures) have 
recently experienced rising prices while goods which comprise 
only 20-30 per cent of these exports have been subject to 
weakening prices (e.g., food, certain primary materials, etc.). 


Hence, the oil price decline by itself would reduce eastern ex- 
port revenues. But this may be offset to some extent if western 
demand picks up and the east manages to capture some of the 
benefits. In this case the issues involving the expansion of 
eastern export potential already discussed come to the fore. 


To the extent that such pressures to curtail east European and 
Soviet imports from the west develop, policies toward external 
finance eventually (or already) adopted by the east will become 
crucial for the development of this segment of east-west trade. 
Among other factors, decisions taken and measures imple- 
mented are likely to hinge upon whether lower oil prices are 
perceived as a temporary or longer-lasting phenomenon. Also, 


448 Owing to the general invoicing of oil transactions in US dollars, 
the marked depreciation of the US dollar against other currencies 
would also result in a terms of trade loss for net oil exporters. 

449 Eastern fuel imports originating in the Soviet Union and paid for 
in roubles are priced according to a moving average of world market 
prices of the five previous years; terms of trade gains stemming from 
the absorption of the fuel price drop will therefore come in more slowly 
than the losses in east-west transactions. 

450 Romania is potentially the clearest exception since its petroleum 
products exports derive almost entirely from OPEC oil. However, the 
nature of the contracts under which this oil is purchased are also of im- 
portance in this regard. 
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the differences between eastern countries as regards their ex- 
ternal financial situations define their relative scopes for 
manoeuvre. 45! 


Recourse to financial resources could involve drawing down 
bank deposits, since the liquidity position of several countries is 
quite favourable. Any assets held in the form of claims against 
developing countries may also yield revenue and, for the Soviet 
Union, there is some potential for gold sales. Some scope exists 
for further borrowing, despite a possible worsening in the east’s 
debt burden indicators resulting from the fall in export re- 
venues. 452 If however, current account balances recorded in 
1985 were to be preserved, then imports might have to be con- 
strained—an option which is likely to be unattractive since im- 
ports might have to be maintained below levels foreseen in the 
five-year plans just getting under way. In particular, lower im- 
ports of machinery and equipment could set back restructuring 
and modernization aims. 


Although the responses of eastern Europe and the Soviet 
Union to the fall in oil prices are not known at this time, the earlier 
analysis of the developments in 1985 may provide hints as to the 
future direction of eastern policies toward east-west trade and 
finance. While the east European countries raised a record 
volume of credits in the international funds markets in 1985, 
this does not appear to indicate an intention to return to the 
policies of the 1970s when imports were supported through debt 
accumulation. For several years these countries have success- 
fully striven to improve their external financial positions, and 
as a result most have regained normal access to international 
financial markets. The high level of borrowing in 1985—one of 
the manifestations of normalization—was generally used to 
consolidate those gains. New finance did not result in an in- 
crease in eastern Europe’s net debt in 1985. 453 


Although it is true that east European import volumes turned 
up moderately in 1985, growth rates in some cases exceeded 
those foreseen in the plans and are due, in part, to exceptional 
purchases necessitated by adverse winter conditions. 454 The net 
debt of Bulgaria, Hungary and Poland rose for this reason, but 
also because export earnings were weaker than anticipated. In 
Hungary, at least, the higher level of indebtedness is viewed as 
temporary, and Poland intends to scale down its convertible 
currency imports in 1985 in order to achieve a higher trade 
surplus. 


The sharp downturn in export earnings, rather than import 
growth, is largely responsible for the rise in the Soviet Union’s 
net indebtedness. In fact, when Soviet imports of agricultural 
goods fell appreciably in the third quarter, purchases of other 
goods were not speeded up to compensate. As a result, its trade 
balance moved into surplus and its net debt declined. 


451 For example, taking account of its planned trade balance for 
1986 and other (net) receipts, it may be difficult for Poland to meet its 
debt servicing obligations in accordance with the schedule agreed with 
its commercial bank and official creditors. 


452 Those eastern countries which have been in the financial markets 
continued to receive favourable terms. The terms negotiated by the 
Soviet Union in February do not appear to have changed from those 
obtained in 1985. At the same time Hungary was in the process of 
renegotiating a bankers acceptance facility on which contractual 
margins and manager fees were to be reduced. On the other hand, the 
recent co-ordinated reduction in the interest rates on several key 
currencies would tend to lighten the eastern debt burden. 

453 While net debt of eastern Europe was estimated to have risen in 
1985, this stemmed from exchange rate effects reflecting the deprecia- 
tion of the US dollar. 


454 While net the upturn, east European import volumes still remain 
below historical levels. 
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Taken together, these events suggest that imports could be 
sluggish in the event that export revenues remain weak or de- 


cline. 


_ The recent level of eastern credit takings may also give some 
hint as regards import intentions. At the beginning of 1986, the 
level of eastern credit syndications has been low compared with 
both the closing months of 1985 and the corresponding period 
in the previous year, suggesting that borrowing for any motive, 
including to support imports, has not been strong. 45$ 


It might be observed that what appears to be a relatively con- 
servative external financial policy is broadly consistent with the 
aims pronounced by the financial authorities of several eastern 
countries. 456 That policy continues to be so cautious, in spite of 
the normalization of financial market activity, is likely to have 
a number of reasons. First, memories are still fresh of the pain- 
ful train of events in the early 1980s when contracting world im- 
port demand, high interest rates, reduced access to new com- 
mercial credits, and a liquidity crisis all combined to buffet the 
eastern economies, necessitating sharp external and internal ad- 
justment. Accordingly, the subsequent steps taken by the 
eastern authorities in the realm of external finance may beseenasa 
means of protecting their economies against world market 
fluctuations. Second, according to certain official statements, 
high real interest rates remain a deterrent to borrowing. Third, 
the quality of some claims on certain developing countries in 
financial difficulty has diminished and increased the uncer- 
tainty of collecting scheduled debt service payments from them. 
Finally, new reasons for reinforcing a cautious approach may 
have surfaced during the past year, raising the perceived uncer- 
tainty surrounding the development of future export revenues. 
The depressed or even declining prices of some primary com- 
modities and fuels which account for a considerable share of 
eastern exports have already been noted. Finally, the 1985 ex- 
port setback and deterioration in current accounts may have 
raised the level of uncertainty as regards future convertible cur- 
rency earnings. While a part of the foreign earnings shortfall of 


455 These data, however, exclude bank-to-bank arrangements (in- 
cluding guaranteed credits) and non-bank (official and/or guaranteed 
credits), all of which are means of import finance, especially for the 
purchases of machinery and equipment. A recent ECE secretariat 
analysis based upon BIS/OECD data indicates that most eastern 
countries (but not the Soviet Union) have been increasing their reliance 
upon the latter sources of funds as a means of trade finance. See 
Economic Commission for Europe, Economic Bulletin for Europe, 
vol. 37, No. 4, Pergamon Press for the United Nations, December 
1985. 


456 There does not appear to have been any change in Romania’s 
policy aimed at eliminating its indebtedness during the current five-year 
plan. In Hungary, Mr. P. Veres, the Minister of Foreign Trade, said 
that the five-year plan for 1986-1990 foresees a $1 billion reduction in 
the country’s net debt, which would require a cumulative trade surplus 
of $2-2.5 billion. New credits, according to Mr. J. Fekete, the first 
deputy president of the National Bank of Hungary, are to be scaled down 
in 1986 to about $1 billion, about half that of 1985 (Financial Times, 3 
December 1985). 


In Czechoslovakia, however, there appears to have been some 
change in policy. According to Mr. J. Kroh, Director of the State 
Bank, Czechoslovakia intends to step up its borrowing on the interna- 
tional markets this year to help finance investments in machinery 
needed to increase exports and modernize industry further. However, 
loans will be raised only for specific projects. Although he gave no 
figure on anticipated borrowing, or its implication for the overall level of 
Czechoslovakia’s debt, he said that the new credits would exceed the 
$100 million raised in 1985. Furthermore he noted that ““during the cur- 
rent five year plan period, we expect to be more often on the Euro- 
markets than we were during the past five years’’. Taking into account 
Czechoslovakia’s assets in foreign banks, its (net) foreign debt is now 


“no longer economically important’’ (Financial Times, 19 February 
1986, p. 2). ` 
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that year can be attributed to the exceptionally difficult winter, 
such unforeseen events also have to be provided for. More re- 
cently the decline in oil prices might be seen as lowering re- 
venues and/or increasing uncertainty, both of which could well 


reinforce the conservative policy stance toward external in- 
debtedness. 


These events in oil markets are likely to accentuate a long- 


standing issue in east-west trade—i.e., what is felt by observers 
in both east and west to be an excessive dependence of eastern 
export earnings upon energy (and other primary materials). 
Perceptions of permanently and appreciably lower energy 
prices than in past years, coupled with the possibility of limited 
scope for expanding the physical quantity of exports of these 
goods, may induce decisions aimed at coming to terms with 
these structural weaknesses. 


4.5 INVESTMENT GOODS TRADE OF THE EAST EUROPEAN COUNTRIES AND THE SOVIE 


UNION, 1975-1983 


A feature of the 1970s was the increasing reliance of the 
countries of eastern Europe and the Soviet Union on the inter- 
national division of labour for supplies of investment goods. 
This reflected, in part, the increasing importance of east-west 
industrial co-operation, and also the efforts made to intensify 
intra-CMEA co-operation in a number of areas, first signalled 
at the beginning of the 1970s by the joint adoption of long-term 
target-oriented programmes which have since been modified 
and extended at intervals throughout the decade. Between 1970 
and 1975, the increase in imports of investment goods from 
both inside and outside the seven country area was rather rapid 
and particularly as to imports from outside. 457 The growth of 
both flows slowed down after 1975 and particularly after 1977- 
1978. Nevertheless, the seven centrally planned countries of the 
ECE region taken together registered a rise in their investment 
goods imports from all suppliers from just over $31 billion in 
1975 to $51 billion in 1980 and to $57 billion in 1983 (in current 
prices). The need to reduce trade deficits and to repay debt re- 
sulted in slower rates of growth or contractions in the east 
European countries’ investment goods imports in the late 1970s 
and early 1980s, but such imports continued to expand in the 
Soviet Union. 


This note sets out to describe the data available on the invest- 
ment goods trade of the eastern European countries and the 
Soviet Union (subsection (i)); to trace the main changes in the 
sector and branch final users’ share of investment goods im- 
ports during 1975-1983, and to chart contrasts between intra- 
area and external supplies in this respect (subsection (ii); and 
finally, to review the main trends in the level and structure of 
the seven countries’ mutual trade in investment goods (subsec- 
tion (iii)). 


(i) Statistics of east European and Soviet investment goods 
trade 


The term ‘‘investment goods”’ refers as far as possible to 
goods purchased for investment purposes. An attempt has also 
been made to allocate the goods concerned to sectoral and in- 
dustrial branch final users. A two-way breakdown of the origin 
and destination of the seven countries’ investment goods ex- 
ports and imports was considered: trade with each other (intra- 
area trade), and with all other countries (rest of the world) 
(table 4.5.1). The data used are based mainly upon the seven 
countries’ own trade returns, converted into US dollars at offi- 
cial rates of exchange. 


The commodity groups into which the area aggregates by 
origin and destination have been sub-divided correspond as 
closely as possible with final sectoral and industrial branch 
users. 

The industrial branch final users are: 


— electrical energy 
— metallurgy 


— wood and paper 
— mining 


457 See United Nations Economic Commission Гог Europe, 
Economic Survey of Europe in 1982, New York, table 3.6.20, table 
2.6.11, pp. 219-221. 


— other light industry 


— engineering 

— printing — oil refining 

— oil extraction — construction materials 
— chemicals — food. 


Sectoral final users are: 


— industry (sum of the — other (unidentified) material 
above) sphere users 

— communications — transport 

— construction — office equipment (including 

— pipeline computers) 

— agriculture (including — scientific/medical 


all tractors) equipment. 


To permit comparisons with domestic investment spending 
investment goods imports were consolidated into the fiv 
sectors of the material sphere plus the non-material spher 
shown in tables 4.5.2 and 4.5.3 and into 9 industrial branches ( 
for the German Democratic Republic)—see tables 4.5.4 an 
A ea 


This part of the exercise involved close scrutiny of the $еуе! 
countries’ commodity trade returns. The trade classificatio1 
used by several of the countries (the Standard Foreign Trad 
Classification (SFTC) of the Council for Mutual Economi 
Assistance) contains a large number of final use aggregates 
though Czechoslovakia, Hungary and Poland also report dat: 
in SITC terms. However, since the trade statistics of th 
countries concerned leave out many important details at lowe 
levels of commodity disaggregation, omissions in country-re 
ported trade data have been supplemented as far as possible b: 
trade partners’ returns. In the case of the seven countries’ im 
ports from the rest of the world, these have been extracted fron 
OECD publications. Partner country data have also been use¢ 
to fill in gaps in the seven countries’ mutual trade. 


Investment goods have thus had to be defined in terms o 
both the SFTC and the SITC systems. In the former case, the 
consist, as a group, essentially of SFTC item 1 (machinery 
equipment and transport means), together with the addition o 
items such as pipes (item 266) but excluding others such a 
passenger motor vehicles (item 195), ballbearings anda few othe 
apparently intermediate goods items. The classification accord 
ing to SITC is based on UN Broad Economic Categories 41: 
(capital goods) and 521* (industrial transport equipment ex 
cluding spare parts and accessories), together with steel pipe 
rails and railway sleepers etc. 458 


Many data gaps and uncertainties still remain. First, the lac] 
of detailed information for the German Democratic Republi 
and Romania has necessitated heavy reliance on partner coun 
try trade data to estimate the final user detail—both in trad 
with other centrally planned countries of the area and in trad 
with the rest of the world. The mutual trade between these tw 
countries is, for the same reason, excluded from the commodit 
detail shown. 


48 UN Classification by Broad Economic Categories, Statistica 
Papers, Series M, No. 53, New York, 1984. 
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Investment goods trade of the east European countries and the Soviet Union, 1975-1983 
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TABLE 4.5.1 
р Total investment goods trade of eastern Europe and the Soviet Union in 1975, 1980 and 1983 
(Millions of US dollars) 
2 1975 1980 1983 


Imports: 
Identified by area of origin and by final use 


From eastern Europe and the Soviet Union 
From rest of the world 
Total 


Total 


Exports: 


Identified by area of destination and by final use 


To eastern Europe and the Soviet Union ......... 
Momestiohiheworldieer. 1. weeds. seek ВИТ... 
MO taly eee FA nett sere, erage, ashe, ею. 


WOES ssi Po: ETM oe ee | A 


Me 13 960 25 073 28 549 
sok 11 952 14 669 15 831 
ong 25.912 39 742 44 380 
seg 5 524 11 623 12 189 
As 31 436 51 365 56 839 
Ate 13 494 25 871 Psy JAM 
sine 5 431 10 851 12 121 
am 18 926 36 722 40 831 
aut 4 709 8 624 10 028 
uk 23 635 45 345 50 859 


Source: National statistical publications and secretariat estimates; ECE (CPE data base). 


Second, the attribution of reported commodity trade to final 
users presented difficulties. To take a specific country example, 
in 1983 about half the value of Soviet machinery and equipment 
imports from the world was reported in terms of final use 
sectors or industrial branches which could be attributed unam- 
biguously to one or the other of those presented in tables 4.5.2- 
4.5.4. In other cases, where the final use sector or branch was 
not certain for a given item, it was allocated to the most likely 
branch, ог to the item ‘‘other’’ material sphere. However, 
transport equipment was wholly allocated to the transport sector 
itself—though clearly some of these imports (e.g., lorries) may 
have: been destined for enterprises outside the transport 
sector. +” 


Third, trade in a given commodity group by any of the seven 
countries may be reported for the world but not for trade with 
all six partner countries of eastern Europe and the Soviet 
Union. To the extent that such omissions conceal actual but unre- 
ported flows, they may inflate trade with the rest of the world, 
which is obtained as a residual. 


Fourth, some of the seven countries reported certain items in 
trade with the world, but not for trade with any of the other six 
countries. The sum of these items—about 20 per cent of total 
investment goods imports and exports with the world—con- 
stitutes the ‘‘unidentified’’ item in table 4.5.1. 


A number of checks have been run to verify the data on re- 
gions of origin and destination shown in table 4.5.1. First, on 
the assumption that the most important extra-area suppliers 
(1.е., exporters other than the seven countries themselves) are 
the OECD countries and Yugoslavia, the dollar totals derived 
for imports from the rest of the world were checked against the 
corresponding OECD-reported exports of ‘capital goods’’ to 
eastern Europe and the Soviet Union. After certain adjust- 
ments—to take account, for instance, of the fact that spare 
parts are included in investment goods trade data in some 
eastern European countries and the Soviet Union whereas they 
are excluded from SITC-based, OECD-reported data on capital 
goods—a reasonably good correspondence was found between 


459 The seven countries import lorries mainly from each other. For 
this reason the approach adopted to the sectoral allocation of transport 
means may not greatly affect imports from the rest of the world— 
though it would affect such exports to the rest of the world and intra- 
area trade. 


the respective import and export aggregates. OECD-reported 
exports (which exclude trade between the German Democratic 
Republic and the Federal Republic of Germany) amounted to 
about 90 per cent of the corresponding import flow (including 
trade between the German Democratic Republic and the Fed- 
eral Republic of Germany) reported by the seven countries up 
to 1982, falling to 85 per cent in 1983. However, the OECD 
data on exports to Czechoslovakia and the Soviet Union were 
significantly higher than those reported by the two countries 
themselves. It is not possible to find the source of these dis- 
crepancies. 


With regard to intra-area flows, a close correspondence was 
obtained in all years between partner-country supplemented im- 
port and export data on the seven countries mutual trade. No 
attempt was made to check export data reported by eastern 
Europe and the Soviet Union to the rest of the world (i.e., ex- 
cluding the seven countries’ mutual trade) against import data 
reported by the corresponding partner countries. This did not 
seem worthwhile as exhaustive data are available only for 
OECD member countries, but non-OECD market economies 
(including the developing countries), as well as socialist 
countries outside eastern Europe and the Soviet Union, are also 
important markets for the seven countries’ investment goods 
exports. 


The basic figures of the seven countries’ investment goods 
trade resulting from the above data selection show a near 
doubling of total imports, and a more than doubling of total ex- 
ports, between 1975 and 1983 in value terms (table 4.5.1). Of 
the totals, some 80 per cent were identified by region of origin. 
The data indicate that intra-area trade grew faster than trade 
with the rest of the world on both the import and export side — 
particularly after 1980. It is against this background that the 
discussion of final user structures and of intra-area trade in the 
following subsections should be viewed. 


(ii) Imports of investment goods by final users 


(a) The sectoral final use structure 
The data on imports of investment goods which can be 
identified by sectoral final users show a high degree of symmetry 
between all seven countries. The bulk of these imports are de- 
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stined for use in the material sphere of the economies (85-95 per 
cent), with imports for the non-material sphere (here defined as 
medical/public health and office equipment including com- 
puters) accounting for between 5 and 15 per cent only (panel A 
of table 4.5.2). 


Industry is usually the biggest single claimant with a share of 
30-50 per cent, though it reached nearly 60 per cent in Romania 
in 1976-1980. However, its share in the total has fallen between 
the two sub-periods in four countries. 


The second biggest category was transport and communica- 
tions equipment (including steel pipe), with 20-35 per cent. In 
most countries, it was over 30 per cent of the total in both the 
two sub-periods shown, but it was rather lower than that in 
those countries where the share of industry, the other major 
final use sector, was particularly high (Poland and Romania). It 
was biggest in the Soviet Union where not only industry but also 
other sectors of the material sphere and the non-material sphere 
took generally smaller shares than in the other countries. How- 
ever, it should be recalled that some of the items here allocated 
to the transport and communications sub-group may have been 
destined for final users outside the transport sector. 


Together, industry and transport alone accounted for be- 
tween two thirds and three quarters of all investment goods 
identifiable by end-use. The other two main sectors of the ma- 
terial sphere imports shown—agriculture and construction— 
accounted together for 10-15 per cent of the total in most 
countries (but only about 7 per cent in the Soviet Union), with 
agriculture taking about three quarters of that. 


The two lower panels of table 4.5.2 show the sectoral dis- 
tribution of investment goods imports from centrally planned 
countries of the ECE region and from the rest of the world re- 
spectively. In the discussion which follows, it should be borne 
in mind that, valued in dollar terms at official national cur- 
rency/dollar exchange rates, the share of other centrally planned 
economies in the total supply of imported investment goods ex- 
ceeded purchases from the rest of the world by nearly 1.8:1 in 
1983—a ratio which steadily increased from its low point 1.1:1 
in 1975. 


The sectoral final use structure of investment goods imports 
indicates some fairly clear contrasts between the two regions of 
origin. All the seven countries demonstrate a marked pre- 
ference for industrial investment goods in their investment 
goods imports from the rest of the world relative to imports 
from their centrally planned trading partners (though less so in 
1981-1983 than in 1976-1980). Similarly, except in a small 
number of cases, the share of transport and communications 
equipment purchased by the seven countries from each other is 
much lower than in their imports from the rest of the world. 
Differences were also marked for the other, smaller material 
sphere sectoral importers. The share of construction and es- 
pecially of agricultural investment goods in intra-area investment 
goods imports was 50-100 per cent higher than their share in im- 
ports from the rest of the world in 1976-1980. The difference 
was somewhat lower than this in 1981-1983. 


Decisions on the sector (and industrial branch) pattern of in- 
vestment goods imports are probably made according to criteria 
which vary over time and between countries. Such policy ap- 
proaches are rarely discussed in the professional literature of 
the centrally planned economies. The sectoral breakdown of in- 
vestment goods imports can be used to obtain a first, empirical 
idea of what priorities actually were by comparing it with a 
sectoral breakdown of investment. This comparison thus offers 
at least a first indicator of the results of allocation priorities, 
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and enables some informed guesses to be made about the 
reasons for them. 


Table 4.5.3 accordingly shows ratios derived from the 
sector/branch shares of investment goods imports and of 
total domestic investment. The ratios of ‘‘relative import in- 
tensity”’ (i.e., relative to other sectors) are derived simply by 
dividing the percentage share of each sector (or branch) in 
total imports of investment goods from each region of origin 
by the share of that sector in total investment. 4° Thus a 
ratio of 1 indicates that the shares are identical. These ratios 
suggest, first, that the share of industry in total investment 
goods imports from within the area is, in most cases, gener- 
ally on the low side relative to industrial investment. In 
contrast, the corresponding ratios are mostly above unity for 
investment goods imports from the rest of the world. 


The high share of transport and communications in im- 
ports from the two regions of origin results from two distinct 
policy orientations. First, joint action to improve transport 
links was one of the earliest beneficiaries of joint post-war 
CMEA action. Most intra-area exchanges of transport equip- 
ment during the period reviewed consisted of ‘‘conventional’’ 
transport items: railway rolling stock, ships, aircraft, buses 
and lorries. With regard to imports from the rest of the 
world, the data show, in contrast, that pipeline and asso- 
ciated equipment has accounted for the bulk (nearly. two 
thirds) of investment goods for the transport sector in the 
case of imports from the rest of the world. The more detailed 
OECD data indicate that most of the remainder consisted of 
various types of special purpose rail, road and maritime 
equipment in eastern Europe, and mainly ships in the Soviet 
Union. The trade statistics thus bring out the relatively heavy 
reliance of the seven countries on the international division 
of labour in the development of both conventional and of - 
new (pipeline) modes of transport. They also show that such 
reliance is concentrated, in the former case, in intra-area 
trade, and in the latter case in trade with the rest of the 
world. 


A noticeable feature in all seven countries is the lack of 
emphasis placed on agricultural investment goods in total im- 
ports of investment goods relative to a still important invest- 
ment effort. Ratios approached unity with regard to agri- 
cultural investment goods imports even from other centrally 
planned economies only in Bulgaria (in 1981-1983), Czecho- 
slovakia (in 1976-1980) and in the German Democratic Repub- 
lic—which is itself a major supplier of agricultural investment 
goods for the other countries of the area (subsection (iii) be- 
low). In the other countries’ intra-area imports, and also in 
all seven countries’ investment goods imports from the rest 
of the world, the farm sector demonstrates the lowest relative 
import intensity of all sectors contributing to material 
output. This contrasts with construction. Although it is a 
small investing sector (generally 2-6 per cent of the total), it 
has enjoyed relatively high priority in most east European 
countries’ investment goods imports from other centrally 
planned economies of the region and, to a lesser extent, in 
imports from the rest of the world. 


“60 Investment data used are in constant prices while trade data 
are in current prices. Tests using western-reported data show that 
final-user price re/atives changed little in east-west investment goods 
trade in 1975-1983. It is not possible to show the share of investment 
goods imports in domestic investment because of the lack of 
meaningful conversion coefficients between the external value of 
imports shown in the trade returns of the countries concerned and 
their value at domestic prices. 


— 
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TABLE 4.5.2 


__Final-use sector breakdown of Soviet and east European investment goods imports, by region of origin 
(Per cent of regional totals) 


Bulgaria 


Czechoslovakia 
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5: German Dem. Rep. Hungary Poland Romania Soviet Union 
1976- — 1981- 1976- — 1981- 1976- — 1981- 1976- — 1981- 1976- а : = 
1980 — 1983 1980 — 1983 1980 — 1983 1980 — 1983 1980 mee 11980 а 11980 11988 
A. From world 
Industry Dott e te ee eee 43.1 40.6 34.8 39.6 30.6 32.8 И Ska 44.1 31.9 BVO) 59 44.2 37.8 
et eee cig Galatea 4.6 5.2 4.6 Wrens 3.9 2,9 3.8 2.5 3.9 3.3 4.3 7.9 1.9 3.2 
ИИ о вое Soe 103 9.8 8.1 8.9 9.8 iN? 9.9 : 
о р 8:18]. 7 Pi 3.6 Sail 5.0 
communications ..... 32. 731.2 26] 24.6 Spee SPs 32:4 321 28.2 34.0 29.8. 2 335A ad 
: : ; : i й ; : : 4.8 
Other material рр 4.7 6.1 10.6 6.7 15.3 IS 2.5 10.1, 10.4 Sal ie 8.9 9.3 
Total material sphere. 93.6 93.4 86.5 86.0 90.6 88.7 89.2, 87.6 94.4 91.3 94.0 91.9 CBR sl 
Non-materialsphere.. 6.4 6.6 ПЕ 1) OTe Lies, ОУ 254, 5.6 8.7 6.0 8.1 6.5 9.9 
а, ст 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
В. From eastern Europe and the Soviet Union 
Industry bette eee 42.0 38.4 267 33.3 28.6 30.0 25.1 28.6 31242335 ADS 53:3 35.5 » 35:4 
Construction оС 5.0 5.9 Sel 7-4 4.0 3:3 3.9 2.8 Sie) 35 6.1 7.9 1.3 she) 
EXGTICULUULE IY. tere 10:39 12.4 12.4 9.7 и ор а ПО WPA Tos ыы 2.8 4.1 8.9 7.8 
Transport, 
communications eee 32. 312 31. 3127.9 33.4 29.8 36, 3835.1 32.6 37.0 30:520:5 ВАА 2. 
Other material сое. 4.2 5.8 №2. 8.0 15.3157 Т.О. 3 Smee ORG 6.9 Hes: UO 10.5 
Total material sphere. 93.9 94.2 86.6 86.3 92.6 91.0 90.0 88.1 92.9 90.1 OB) ВОЙ 90.9 86.6 
Non-materialsphere.. 6.1 5.8 13 AS 7.4 9.0 10.0 11.9 7.1 9.9 4.1 6.3 Or ТЗ 4 
С 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
C. From rest of the world 
ОО У shine. a caeh os 48.6 48.4 54.2 55.6 38.8 43.2 38.3 33.9 60.7 54.7 64.0 46.1 54.4 41.0 
Constiuction «...:ss50. 2.8 Des 85 6.7 3.4 1.6 3.6 1.6 2.3 Diath 2.7 7.8 2.6 5.4 
ето. „№... ©: 2:3 Sal 3.8 3.8 1.0 1.0 7.8 8.8 Dae ee 2.6 1:7 0.6 НЫ 
Transport, 
communications ..... 30.9 29.6 ES. | NEC) 27:01 2055 23.4 26.4 2749 258 19.4 24.1 32.6 39.8 
Other materialsphere... 7.3 fell On 3.4 Mite 13.9 14.2 15.8 8.8 9.9 3.4 В 6.4 tel! 
Total materialsphere . 91.9 90.6 86.3 85.1 92.0 80.2 87.4 86.5 96.4 94.8 92.2 85.3 96.5 94.9 
Non-materialsphere.. 8.1 9.4 13.7 14.9 18.0 19.8 oT BIS) 3.6 5.2 7.8 4.7 Se) Dall 
А. oad 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


Source: National statistical publications and ECE secretariat estimates. 


(b) The industrial branch final use structure 


Panel A of table 4.5.4 shows that, in contrast with sectoral 
final use structures, the branch distribution of industrial invest- 
ment goods from the world as a whole has varied considerably 
between countries. In a majority of countries, equipment for 
the energy industry has taken highest priority, in others, engi- 
neering. Some changes in this pattern occurred after 1976-1980. 
They mainly reflect rises in the share of the energy and fuel in- 
dustries in total investment goods imports, following the large 
rises in these two branches’ share of investment spending which 
has characterized almost all the countries reviewed. 


Table 4.5.4 also illustrates substantial differences between the 
industrial branch distribution of the seven countries’ total in- 
vestment goods imports from other centrally planned economies 
and from the rest of the world. They stem largely from the high 
share of investment goods for the fve/ industry in intra-area in- 
vestment goods trade. Between 1976-1980 and 1981-1983, this 
share increased in most countries. Fuel and energy investment 
goods together accounted for between 9 and 17 per cent of the 
total in 1976-1980, and between 8 and 15 per cent in 1981-1983. 
One of the heavy industrial branches (metallurgy, engineering or 
chemicals) has normally taken second place. The shares of both 
metallurgy and chemicals were, however, modest in all coun- 
tries. The wood and paper, light and food branches (the con- 
sumer industries) were in general among the smallest benefici- 
aries of investment goods imported from within the area. 


It is most practicable to examine differences in the structure of 
industrial investment goods imports from the two regions of 


origin on the basis of broad categories of industrial activity. The 
biggest contrast between the two regions of origin is the relatively 
high share of heavy industrial branches (metallurgy, chemicals 
and engineering) in investment goods imported from the rest of 
the world. These was some variation in the sizes of the consti- 
tuent branches of heavy industry. Chemical equipment was by 
far the largest component in some countries. Engineering was 
also an important item in both sub-periods, but its share in total 
industrial investment goods imports varied widely between 
countries. Relative to imports from other centrally planned 
economies, goods for the consumer industries (wood and paper, 
light and food branches) were also high in investment goods im- 
ports from the rest of the world. The shares of fuel and energy 
branch final users of equipment imported from the rest of the 
world were thus relatively low compared with intra-area imports. 
The share of the energy branch in total investment goods imports 
from the rest of the world has, however, risen in some of the 
seven countries since the second half of the 1970s, while that of 
the fuel industry has risen, sometimes very sharply, in most. 


The relationships between branch investment goods imports 
and investment spending in industry are illustrated in table 
4.5.5. As in table 4.5.3, these measures of ‘‘relative import in- 
tensity’’ are ratios of branch shares in investment goods im- 
ports to branch shares in investment. It should be noted that 
they are based on the respective industry totals—i.e., they do 
not reflect, at the branch level, the changing share of industry 
itself within investment and investment goods imports in the 
economy as a whole. The ratios show, first, a wide variety of 
inter-country differences at branch level. Second, for a given 
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TABLE 4.5.3 


Final-use sector structure of Soviet and east European investment goods imports relative to the investment structure, by region of origin 
(Ratios of investment goods import shares to investment shares) 


Bulgaria Czechoslovakia German Dem. Rep. Hungary Poland Romania Soviet Union 
- - 1976- — 1981- 1976- 1981- 
1976- — 1981- 1976- — 1981- 1976- — 1981- 1976- — 1981 1976- — 1981 
1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 
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Source: National statistical publications and ECE secretariat estimates. 


country, they also show significant divergences between alloca- 
tion policies for investment and for investment goods imports. 


Within industrial investment as a whole, branches showing the 
highest relative import intensity with regard to both regions of 
origin taken together are the /ightand energy industries in virtually 
allcountries. Of the heavy industrial branches, metal/lurgyshowsa 
relatively high ratio in Bulgaria, in Poland (1981-1983 only), 
Romania and the Soviet Union; engineering in Hungary, Poland 
and Romania; and chemicals only in Bulgaria (1981-1983), 
Poland, Romania (1976-1980 only), and the Soviet Union. 


The characteristics noted above largely reflect the pattern of 
priorities for intra-area investment goods imports. This pre- 
sents some sharp contrasts with imports from the rest of the 
world. First, whereas the energy industry shows a high degree 
of relative import intensity in total, and with regard to intra- 
area imports, the ratios are smaller than unity in all cases with 
regard to imports from the rest of the world. Second, the chem- 
ical industry is relatively import-intensive in respect of total im- 
ports and intra-area imports in only a few cases, but in virtually 
all cases in imports from the rest of the world. Third, the wood 
and paper industry, which is not a priority claimant on intra- 
area imports, shows the opposite characteristic in imports from 
the rest of the world. In other cases, differences are a matter of 
degree rather than of contrast. 


It is difficult to summarize the above varying priorities and 
changes in priorities within and between investment goods im- 


ports from within the area and from the rest of the world, 
but some main elements emerge. First, energy investment 
programmes are relatively import intensive, but more so in 
intra-area exchanges than in imports of investment goods 
from the rest of the world. The latter are, in contrast, usually 
more oriented towards certain heavy and consumer goods 
industries. Second, intra-area exchanges of chemical industry 
investment goods show low relative import intensity in invest- 
ment goods imports in total and in those traded within the 
area, but are priority components of imports from the rest of 
the world. The same is true for metallurgy in most of the 
countries examined. Third, the above pattern suggests that 
some technology-intensive branches, notably energy, are 
given relatively higher priority in intra-area trade than in 
imports from the rest of the world. But this is much less 
clearly the case for engineering and metallurgy, and the 
reverse is true for chemicals. Fourth, the apparently low 
priority accorded to the fuel industry in total industrial 
investment goods imports is perhaps unexpected. Its relative 
import intensity ratio is lower than unity in all countries. 
Moreover, in only a few cases does this branch show a higher 
relative investment goods import intensity in imports from 
the rest of the world than in intra-area imports. Finally, 
given the current importance of programmes to increase the 
supply and improve the processing of foodstuffs, the low 
ratios for the food industry in imports from both regions of 
origin (as for agriculture) are noteworthy. 
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TABLE 4.5.4 


Final-use branch structure of industrial investment goods imports of eastern Europe and the Soviet Union by region of origin 
(Per cent of regional totals) 


Е a комы НИ В ИИ 
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Source: National statistical publications and ECE secretariat estimates. 


(iii) Intra-area investment goods exports 


(a) Intra-area exports by country of origin 


The previous discussion on intra-area trade in investment 
goods from the import side can be supplemented by a discus- 
sion of intra-area investment goods exports and their struc- 
tures. However, as a Starting point for this discussion, the 
contribution of individual countries to intra-area flows is first 
examined. 


The share of investment goods in total intra-area exports has 
remained roughly constant—at about 30 per cent—since the 
middle of the 1970s, when the first effects of various co-opera- 
tion and specialization agreements concluded earlier were, pre- 
sumably, being felt. This in itself says little about progress, or 
lack of it, in mutual co-operation. Moreover, the stability of the 
investment goods share of total intra-area exports conceals 
quite large variations between countries. In eastern Europe, the 
share of investment goods in the total has risen sharply, reflect- 
ing in particular a much faster increase in such exports to the 
Soviet Union than in either intra-east European exports or in 
Soviet shipments to eastern Europe. This trend, which has been 
apparent since the late 1970s but has gathered pace during the 
1980s, has several causes. First, the rise in east European ex- 


penditure on Soviet fuel is one reason why the six countries 
have increased exports of all kinds to the Soviet Union. It ap- 
pears that investment goods have been one category of exports 
selected for this purpose. Their share in total Soviet imports 
from eastern Europe rose by 4 percentage points between 1980 
and 1983. Second, slow growth, or a declining level, of invest- 
ment expenditures in eastern Europe has encouraged this op- 
tion by increasing the exportable surplus of the investment 
goods-producing industries. In contrast, investment demand 
continued to expand quite strongly in the Soviet Union during 
the 1980s. 


While the need for such readjustment between the east 
European countries themselves has played a relatively small role, 
there are signs of a more intensive development of intra-east 
European investment goods exchanges. Such goods accounted 
for a steady 40 per cent of intra-east European exports in the 
early 1970s; by 1981-1983 this share had risen to about 43 per 
cent. 

Throughout the period since 1975, the German Democratic 
Republic has been the biggest single supplier of investment 
goods within the seven country area, furnishing about a quarter 
of the total in 1983. Czechoslovakia took second place with 19 
per cent, followed by Poland, the Soviet Union, Bulgaria, 
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TABLE 4.5.5 


Final-use branch structure of industrial investment goods imports relative to branch shares of investment, by region of origin 
(Ratios of investment goods import shares to investment shares) 


Bulgaria Czechoslovakia German Dem. Rep. Hungary Poland Romania Soviet Union 
- - - 1976- 1981- 1976- 1981- 
1976- — 1981- 1976- — 1981- 1976- — 1981- 1976- = 1981 1976- 1981 
1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 
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Source: National statistical publications and ECE secretariat estimates. 


Hungary and Romania. However, the Soviet Union is the big- 
gest supplier to eastern Europe—over one third (table 4.5.6). 


The main change since the mid-1970s has been a fall in the 
Soviet share of the seven country total, and a corresponding rise 
in the share of all east European countries but Romania. Thus 
in 1975, the Soviet share was almost as high as the German 
Democratic Republic and the Soviet Union also supplied as 
much as 40 per cent of all east European needs. These shares 
had both fallen sharply by 1983. Whereas the value of east 
European supplies to the Soviet Union was already about double 
the value of Soviet supplies to eastern Europe in 1975, it was 
over four times as big in 1983. 


Another feature, though less marked, is the small but steady 
rise in the share of Bulgaria, Hungary, and Poland in both 
totals. However, this has not greatly affected the dominant share 
of Czechoslovakia and the German Democratic Republic in 
either intra-eastern European exchanges or in east European 
exports to the Soviet Union. 


(b) Intra-area exports by sector and branch final users 


The sector/branch breakdown of investment goods within 
the seven country area shows a considerable degree of inter- 


country variation (table 4.5.7). This would be consistent with 
the varying levels of development of the countries concerned, 
and consequent differences in the range of investment goods 
produced and exported. In fact, the industrially most advanced 
countries of the area (Czechoslovakia and the German Dem- 
ocratic Republic) show the highest degree of concentration on 
investment goods for industry and engineering in general—the 
sector and branch with the most highly sophisticated invest- 
ment goods needs. The partial exception to this is Romania, 
where the high share of industrial investment goods exports 
reflects a substantial and long-established concentration on oil 
extraction equipment. 


The low share of industry in Bulgarian and Hungarian ex- 
ports probably reflect data shortcomings. Hungary reports a 
substantial proportion of exports of complete plant, which is 
not broken down by country of destination or by final-users. 
Hence, these are not reflected in the sector/branch final use 
data on intra-area exports. It can be assumed that the bulk of 
this is, in fact, destined for industrial final-users, 461 In Bul- 


46! [Г exports of complete plant are included in industry, this sector’s 


share of total Hungarian investment goods export rises from 15.2 to 
23.6 per cent in 1976-1980, and from 16.4 to 28.3 per cent in 1981-1983. 
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TABLE 4.5.6 


из Mutual trade in investment goods of eastern Europe and the Soviet Union in 1975 and 1983 
(Per cent of respective export totals) 


ce aaa —ы————_——————————————ы=——=———_—=— 


Exports to eastern Europe 


Country of origin 1975 


BSL CAA Е и АО ИИ eee о 3.9 6.4 
Оо ЕЕ о sete 6 eenctorcworens 15.0 24.7 
German Democratic Republic............. 19.9 32.8 
АТО со tenet ee ee ee ee 6.2 10.2 
Ось, ИАА ee та 12.0 19.8 
аа И A Re eee ae Я 3.6 5.9 

Aster о о о О т «ne te 60.7 100.0 
О RIG. Sia ernie аи 39.3 

Eastern Europe and the Soviet Union..... 100.0 


Source: National statistical publications and ECE secretariat estimates. 


4 Excluding Soviet exports to eastern Europe. 


Exports to 
eastern Europe 
Exports to the and the Soviet 
Soviet Union Union 
1983 1975 1983 1975 1983 


4.8 Ure) 155 17.4 9.4 WP) 
15.7 24.0 ANH PAOD) 18.1 18.9 
Pilell Barz 29.7 27.9 24.5 25.0 

Hes) Wiles) Ло 12.0 8.9 10.1 
12.8 19.6 15.8 16.8 13.8 ты 

3.0 4.6 5.4 5.2 4.5 4.3 
65.4 100.0 100.0 100.0 79.1 85.7 
34.6 = = 20.9 14.3 

100.0 100.0 100.0 100.0 100.0 


TABLE 4.5.7 


Final-use structure of investment goods exports of east European countries and the Soviet Union to each other 
(Per cent of totals) 


Bulgaria Czechoslovakia German Dem. Rep. Hungary Poland Romania Soviet Union 

1976- 1981- 1976- 1981- 1976- 1981- 1976- 1981- 1976- 1981- 1976- 1981- 1976- 1981- 

1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 1980 1983 
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Source: National statistical publications and ECE secretariat estimates 


garia, the size of investment goods exports classified here under 
‘‘other’’ material sphere is also very high. Data shortcomings 
may result in the inclusion there of a higher proportion of ship- 
ments for industrial final-users than in other countries. 


These two exceptions apart, investment goods for industrial 
final-users accounted for a fairly general 35-40 per cent of in- 
vestment goods exports to the other countries of the area by 
most eastern European countries and the Soviet Union. Indus- 
try’s share rose between the two sub-periods in all the countries 
under review. Transport and communications equipment ос- 
cupied second place in most countries throughout the period, 
but its share generally fell in the early 1980s. 


The final user breakdown shown already gives some idea of 
the structure of specialization in investment goods exports 


within the area. Bulgaria is notable for the high share of goods 
classified as equipment for non-material sphere activities—as 
defined here, consisting mainly of office machinery and com- 
puters and other electronic equipment. The bulk of this was 
sold to the Soviet Union. Other important groups include 
equipment for /ight industry by Czechoslovakia (which ac- 
counted for more than 40 per cent of the total traded within the 
area in 1983), agricultural equipment by the German Dem- 
ocratic Republic and the Soviet Union, construction equip- 
ment by Czechoslovakia, the German Democratic Republic, 
Poland and the Soviet Union and food industry equipment by 
the German Democratic Republic, Hungary and Poland. A 
noteworthy difference relative to imports from the rest of the 
world is the small share of chemical industry equipment in total 
intra-area investment goods exports. 
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(c) Concentration and structural change 
in intra-area investment goods trade 


The following paragraphs examine the extent to which moves 
towards closer industrial co-operation and specialization within 
the region have been accompanied by changes in the degree of 
concentration by individual countries on exports of investment 
goods for specific final users and by changes in the overall 
structure of such exports. In order to assess this, the more de- 
tailed specification of final use sector/branch data listed in sub- 
section (i) has been used. (It is recalled that the data cover 20 
sectors and industrial branch final-users compared with the 14 
shown in tables 4.5.2-4.5.7.) Since the engineering industry is 
the branch of origin of virtually all investment goods, this speci- 
fication thus gives, in effect, a rather detailed breakdown of in- 
vestment goods exports within the area originating in the seven 
countries’ engineering branches (excluding non-investment 
goods items such as passenger transport means and consumer 
durables). 


An attempt is made to explore the nature and extent of 
changes in the commodity composition of intra-area investment 
goods trade from a number of different angles. First, Hirsch- 
man coefficients are used to describe changes in the concentra- 
tion of investment goods exports in the various final user 
groupings between 1975 and 1983. Second, since these coeffi- 
cients illustrate only the concentration/diversification aspects 
of changes in the commodity composition of investment goods 
exports, a more general indicator of structural changes is also 
used to quantify overall changes in the share of final use com- 
modity groups over the same period. Third, trade ‘‘specializa- 
tion coefficients’? are derived to identify those commodity 
groups which constituted a larger share of an individual coun- 
try’s total investment goods imports than those groups’ share in 
aggregate intra-area exports. Finally, changes in the share of 
such goods in each country’s intra-area investment goods trade 
between 1975 and 1983 are examined. It is thus possible to de- 
termine whether or not commodities in which a given country 
specialized in 1975 have increased their share in that country’s 
total investment goods exports to other countries within the 
area. 


The Hirschman concentration coefficients in table 4.5.8 
show the evenness of distribution of each country’s trade be- 
tween the constituent commodity groups. The higher the value 
of the coefficient, the greater the degree of concentration (a 
value of 100 would show that all exports of a given country be- 
long to one commodity group). The lower the coefficient, the 
greater the degree of diversification. 462 


The table shows that the degree of concentration within ex- 
ports varied noticeably between countries in 1975. Not surpris- 
ingly, the German Democratic Republic, the Soviet Union and 
Czechoslovakia—the three countries with the biggest engineer- 
ing industries and which are the leading intra-area sup- 
pliers—were also those where the degree of concentration was 
lowest. By 1983, a further substantial degree of diversification 
had apparently occurred in Czechoslovakia, Poland and, to a 
much smaller extent, Romania, but little or no change is appa- 
rent in the case of the German Democratic Republic or of the 
other countries. Somewhat surprisingly, by that year Poland 
was the country showing the highest degree of diversification, 


462 The coefficient H is defined as H = Vq?, where Ч; is the per- 
centage share of the commodity group i in a country’s total intra-area 
exports. The maximum value of H is 100 and its minimum value is 
100/Vn, where п is the number of commodity groups; when n= 20, 
the case here, the minimum value is 22.4 (which would show that all 
commodity groups accounted for the same share of the total). 
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TABLE 4.5.8 


Concentration of intra-area investment goods exports 2 
(Hirschman coefficients) 


1975 1980 1983 
ee 
Виана. cree a. «seine nee 45 48 46 
CzechosloVakiadvecess. <-.--.4.- 39 38 34 
German Democratic Republic .. . 35 32 * 34 
СООО БОИ 45 47 45 
Ро. 41 36 33 
ROMANIA ee Же 45 37 41 
SovichWUMion Gabe... Выль 35 36 36 


_ дц 
Source: National statistical publications and ECE secretariat estimates. 
Note: Minimum value of H (lowest degree of trade concentration) = 22.4. 


4 Based on 20 commodity groups. 


followed by Czechoslovakia, the German Democratic Republic 
and the Soviet Union. 


Structural change indices were also derived in order to com- 
pare the extent of each country’s total investment goods exports 
affected by shifts from one commodity group to another be- 
tween 1975 and 1983 (table 4.5.9). 463 


The results suggest that structural changes were biggest in 
Romania and, though to a much smaller extent, in Bulgaria and 
Poland up to the year 1980. Since these three countries are the 
least economically developed among the seven, a somewhat 
more rapid change than elsewhere is not surprising as new lines 
of production were developed. However, since 1980, the move- 
ments on an average annual basis have been smaller than in 
1976-1980 in all countries but Czechoslovakia and the Soviet 
Union. There was little further change in Poland, while in Bul- 
garia, Hungary and Romania some reversion to the 1975 pat- 
tern is apparent. Over the whole period, the above indices show 
that the process of structural change in investment goods ех- 
ports was biggest in Poland, Romania and the Soviet Union. 


There is no normative way of judging the size of the above 
movements in the index of structural change. However, they 
can be considered rather modest in most cases up to 1980 on 
one criterion. The same index was calculated for each of the 
seven countries’ intra-area exports and imports and also for im- 
ports of investment goods from the rest of the world. The 
change was found to be substantially bigger for imports from 
the rest of the world (by 2-15 points) than the corresponding in- 
tra-area import index for all countries reviewed but Romania 
between 1975 and 1980. By 1983, the amount by which the in- 
dex for imports from the rest of the world exceeded that for in- 
tra-area imports ranged between 6-7 points in Poland and the 
Soviet Union, and between 14 and 25 percentage points in Bul- 
garia, the German Democratic Republic, Hungary and Ro- 
mania. In Czechoslovakia, both indices had changed about the 
same amount (20-21 points). For most countries, this might 
suggest that it has been relatively hard to adjust the structure of 
intra-area investment goods export production and trade. It 
seems to have been easier to adjust the composition of invest- 
ment goods imports from the rest of the world in order to meet 
unforeseen requirements of whatever kind. 


A comparison of the concentration coefficients with the 
structural change index can show whether structural change has 
been accompanied by greater concentration or greater diversi- 
fication of investment goods exports. For a given degree of 


463 Structural change indices are derived from the formula: 
0.5 Llain — aio| 
1 


where а, а» are percentage shares of commodity group i in year п and 
in the base year о, respectively. 
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TABLE 4.5.9 


a Indices of structural change in investment goods trade? 
(Changes since base year 1975) 


Intra-area exports 


Intra-area imports Imports from rest of world 


1980 1983 1980 1983 1980 1983 
Se ee ee ems eee 
О оо п s  eeeirs 13 9 9 И 21 26 

ezechoslovakia ....... т. 8 15 18 22 33 21 
German Democratic Republic ... 8 12 13 18 26 43 
BEGLUN CATV EH mito sce nee ce 8 7 17 17 27 31 
Poland ое Meth cikas 12 18 15 14 ТИ 21 
Ваал «eee 27 25 12 19 9 36 
НИ о po боозо совке 8 19 14 14 14 20 


ЕЕ ЕЕ ЕЕ ЕО ОИ 


Source: National statistical publications and ECE secretariat estimates. 


а Based on 20 commodity groups. 


structural change, the concentration coefficient can either rise 
or fall (i.e., the structural change may reflect either growing 
concentration or growing diversification). Moreover, for a 
given structural change, the coefficient can vary; if the shift oc- 
curs between large (or between small) components, it will be 
smaller than if it occurs between large and small components. 
Taking the countries in which structural change was biggest be- 
tween 1975 and 1983—Romania and the Soviet Union—it can be 
seen that it was accompanied by a growing diversification of in- 
vestment goods exports only in the former country. In the 
Soviet Union, in contrast, there was an increasing degree of con- 
centration, which reflected a shift from transport to energy 
equipment—both of which were already major final users in 
total investment goods imports. Hence, the structural change 
which occurred did not result in a rise in the share of the smaller 
Soviet investment goods export components. Czechoslovakia 
and Poland were, in fact, the only countries where relatively big 
structural changes were accompanied by a significant degree of 
diversification of intra-area investment goods exports. In Bul- 
garia, the German Democratic Republic and Hungary, low 
rates of structural change were accompanied by only minor 
changes in the degree of concentration or diversification. 


(d) The country specialization pattern of intra-area investment 
goods exports 


Intra-area specialization became a prime concern of trade 
policy after 1971, when measures were also taken to ensure the 
closer co-ordination of five-year plans between the seven 
countries under review. Little information is available on the in- 
tended effects on the structure of mutual trade in investment 
goods. In 1978 and 1979, five long-term target-oriented pro- 
grammes were adopted within the CMEA framework to intens- 
ify co-operation in energy, fuel and raw materials; agriculture 
and the food industries; mechanical engineering; industrial 
consumer goods production; and the further integration of 
transport systems. Since then, the scope of these agreements 
has been extended and new agreements concluded in other 
fields—notably co-operation in accelerating the rate of in- 
troduction of scientific and technological innovation. 


Clearly, the implementation of these agreements would also 
have consequences on the structure of trade in general, though 
since their combined scope is broad, it is difficult to pinpoint in- 
dividual priority areas. Specialization would entail changes in 
the structure of intra-area shipments of all kinds as specializa- 
tion took effect. But a more rapid impact might be expected on 
the levels and structures of investment goods trade, in line with 
efforts to expand and alter the production base as a first step in 
increased co-operation. In fact, the engineering industries, the 


main producers of investment goods, are responsible for most 
of the trade in goods based on product specialization. 44 


As a further step in quantifying the changes in investment 
goods export structures, those final user sub-groups in which 
individual countries appear to have specialized to some extent 
were first extracted. A sub-group was selected if it accounted 
for a greater share in a given country’s exports to the other six 
countries of the area than the sub-group’s share in the total in- 
tra-area exports of all seven countries. 


The resulting ratio, termed here the ‘‘specialization coeffi- 
cient’’, is deemed to indicate some degree of specialization by 
the country concerned in that commodity if it is greater than 
unity. 465 The object was, first, to find the sub-groups in which 
each country already specialized (in the sense described above) 
in the base year selected (1975); the extent to which the degree 
of specialization in that item rose or fell between 1975 and 1983 
(as evidenced by rises or falls in the size of the coefficents); and 
finally, as a general indicator of progress in specialization, to 
find whether the share of these sub-groups as a whole in each 
country’s total intra-area exports had risen or fallen between 
the same years. 


The use of specialization coefficients on aggregated data can 
conceal important detail. In the first place, goods allocated to 
the various final user categories specified are not necessarily 
homogeneous. The size of the coefficients will not fully reflect the 
extent of specialization in constituent sub-items, some of which 
may not show up at all. The widely different items classified 
under transport equipment in particular should be recalled. 
Secondly, the existence of spurious coefficients of this type, par- 
ticularly in a sector as important in intra-area exchanges as is 
transport, may distort the coefficient for other commodity 
groupings. On the other hand, increasing specialization must 
ultimately affect the coefficients. 


464 According to a CMEA source, engineering goods account for 
about 82 per cent of all ‘‘products of specialization’’. See А. Chaushev: 
‘‘Vneshyaya torgovlya у 1982 в: tempy, struktura, tendentsiya’’ (For- 
eign trade in 1982: Rates, Structures and Trends), Ekonomicheskoye 
sotrudnichestvo stran-chlenov SEV, No. 8, 1983. 

465 The formula used to derive the coefficient (S) for a given year is 
as follows: 

$ = (X§/X‘) (X/X)) 

where Ху = exports of an investment commodity i by country с to the 
other six countries, 
Хе = country’s total investment goods exports to the other six 
countries 
X; = total exports of investment good commodity i by the seven 
countries to each other 
X = total exports of investment goods by the seven countries to 
each other. 
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TABLE 4.5.10 


Investment goods export sub-groups, by final-use sectors and branches, 
with a specialization coefficient greater than unity in 1975 which remained 
constant or increased up to 1983, by exporting country in 1975 and 1983 * 


Share of 
investment 

Final sector or goods exports 
branch users (Per cent) 


1975 


1983 


Share of 
investment 
goods exports 


(Per cent) Coefficient 


Coefficient 


Bets Gel RD а 


Bulgaria 
“@ther 7material рее. 4-1. 29.8 
Office equipment and computers . 28.8 
Tota Tee eesti ote one es 58.6 
Czechoslovakia 
Chemicals те Bee Sheen 5:3 
Construction materials ......... 1.3 
от, а eee 9.0 
Ре ste ee ee eee 6.9 
Total Pak. Beier ee. re 22.5 
German Democratic Republic 
ENgInGering ar eck ee acre: 10.0 
Chemicals® ети: 4.5 
FOCUS treme cn coher ae 93 
Ари ео а 11.6 
Total Иов 29.4 
Нипвагу 
‘Transponte ее 39.2 
Poland 
Е ep aoe ee И) 
PO OU о а у ain 
(COMA TNC he ko Soe o oles Woes 4.2 
“@ther’ matenalisphere -.-.. -. 11.8 
Totalht ee о aes 20.8 
Romania 
@ilextractioneen. хо очи оаь 5.9 
MLFANSDOLU. ata at wrens cee teeta, = Bil) 
PAP OSH eta но atest 4.2 
То 48.0 
Soviet Union 
Energy Sentences о ое 9.0 
Мора 0.5 
АТИ fe home ae eee ial 
а о Arete ete 24.6 


2.79 32.1 3.34 
“81 29.6 3.92 
3.20 61.7 3.60 
1.31 4.4 1.32 
1.02 Е 1.21 
2.36 12.8 2.89 
1.62 9.7 #73 
1.70 gn 2.30 
1.54 11.6 1.58 
1.11 3.9 1.19 
1.41 4.4 1.49 
1.25 13.6 1.48 
1.30 33.5 1.50 
1.36 40.1 1.73 
1.37 3.3 218 
1.31 3.9 1.32 
1.96 5.5 1.96 
1.10 12.4 1.30 

30 25.1 1.50 
8.33 22.1 14.12 
1.31 31.1 1.33 
1.00 37 1.02 
1.40 56.9 2.00 
1.30 23.0 2.45 
1.16 0.5 1.66 
1.64 16.6 1.81 
1.50 40.1 2.10 


Source: National statistical publications and ECE secretariat estimates. 


а Group 1 (see also definition in text). 


Table 4.5.10 presents investment goods exports subgroups 
where specialization coefficients were (a) above unity in 1975 
and (b) remained constant or rose between 1975 and 1983. The 
sum of these items will be referred to as ‘‘Group 1’’. The items 
comprising this group are, of course, the same for 1983 as for 
1975. 


The number of items appearing for each country in the table 
is, in fact, rather small and there is little duplication between 
countries. They confirm rather precisely the patterns of specia- 
lization based on final use structures signalled in the text at the 
end of part (b) above of this subsection. 


Transport shows a coefficient above unity in both years ex- 
amined only for Hungary and Romania. However, it is likely 
that a good deal of the transport specialization which has been 
achieved would appear more clearly and for more countries if 
more detailed data were available at subsectoral and branch 
levels. The same probably applies to the investment goods ex- 
ports for the engineering branches by Czechoslovakia and 
perhaps Poland. The small number of final user items, which 
ranges between | and 4 subgroups per country, also reflects 


the degree of aggregation of the data: some groups are very 
big. 

In two countries, Bulgaria and Romania, the Group 1 ag- 
gregate accounted for more than half of the two countries’ total 
intra-area investment goods exports in 1983. The share rose to 
over 40 per cent in Hungary and the Soviet Union, but was low 
in Czechoslovakia and Poland — under 30 per cent—and also 
in the German Democratic Republic (34 per cent). 

A further group should also be considered, consisting of sub- 
groups where the specialization coefficient rose from below 
unity to above unity between 1975 and 1983 (hereafter termed 
“Отопр 2’’). As shown in table 4.5.11, Group 2 was small to 
very small in all countries but the German Democratic 
Republic, where it accounted for only a slightly smaller share of 
total investment goods exports than did Group 1. 466 


466 The extra items concerned for the German Democratic Republic 
are investment goods exports for the metallurgical and construction 
materials branches, for construction and also transport equipment, 
and, for Poland, communications equipment. For the Soviet Union, 
pipes and communications equipment also show a specialization coeffi- 
cient greater than unity in 1983 but not in 1975. 


Investment goods trade of the east European countries and the Soviet Union, 1975-1983 


273 


TABLE 4.5.11 


= Investment goods export groups with specialization coefficients 
greater than unity in 1983, by exporting country in 1975 and 1983 


(Percentage of each country’s intra-area investment goods 


exports and coefficients) 


1975 1983 
Becta. i peed 
Final sector or : bak sas 
branch users и, . Coefficient death 2 Coefficient 
Bulgaria 
Group eA Raye ПСК 58.6 Bez. 61.7 3.6 
GrOUp 2 waren arts oh 0.9 0.7 1.3 3 
ОА Saves teens а dees 59.5 3:2 63.0 Bho) 
Czechoslovakia 
Group ies merch. а 22.5 Val 28.2 Pes 
Grou Dee ec ace ree 0.5 0.9 1.0 1.6 
Totals oe che ee 23.0 ile! 29.2 23 
German Democratic Republic 
Groupee а 29.4 1.3 SBS) 1.5 
Group2? Bre eres 97-5 0.8 32 И 
TRAC ЕСИ Cer 56.9 И 64.7 1) 
Hungary 
GLOUp HI 2 aepeyen | aera osaee 39.2 1.4 40.1 1.7 
СТОН TRIE. АЛЕ... es — — 0.8 Peal 
оао В ee 3972 1.4 40.9 1.8 
Poland 
(Cie ALM: Of ee ee 20.8 {3 25 Al 1.5 
Фо о 31 0.8 5:2 Ne 
О raster Meer Cao 23.9 1.3 30.3 1.4 
Romania 
CRONE? Ses с. 48.0 1.4 56.9 2.0 
Group AIP р Dai 0.7 Зы itll 
EP Lele ао ont aact-tciore 50.7 1.3 60.6 1 
Soviet Union 
И о А 24.6 eS) 40.1 ail 
ИИ eer Mri oe te 4.3 0.9 3] ileal 
ОС ere en tere tenet ee 28.9 1.4 43.2 2.0 


Source: National statistical publications and secretariat estimates. 


4 Coefficient greater than unity in 1975 and rising to 1983. 


5 Coefficient lower than unity in 1975 rising to greater than unity in 1983. 


Perhaps the most important feature of the above exercise is 
the light it can shed on the overall progress of specialization over 
time. 467 Increased specialization is more likely to take place 
when trade flows are rising rapidly, but rapid growth will not 
guarantee it. Increasing specialization may, in principle, occur 
against a background of generally decelerating or even declining 
overall export flows; in particular, it may concern commodity 
groups which themselves grow slower than exports as a whole. 


As noted earlier, the Group 1 aggregate increased as a share 
of total investment goods exports in all seven countries. As is 
apparent from table 4.5.10, all the individual subgroups in 
Group | grew faster than total intra-area investment goods ex- 
changes. This is broadly true of the much smaller Group 2 cat- 
egory also—except in the Soviet Union. In aggregate, the two 
groups together rose from about 30 to about 40 per cent of the 
total of the seven countries’ intra-area investment goods ex- 
ports between 1975 and 1983. 


The much bigger share of Group 1 compared with Group 2 


467 This depends first on the accuracy of Group | and 2 as indicators 
of specialization in a given year. Some broadly confirmatory evidence 
from a CMEA study is, in fact, available for the year 1982. This reports 
the shares of fofal intra-area exports of all kinds resulting from product 
specialization in individual countries in that year. However, no details 
are given as to how the products themselves were selected, or how 
‘“specialization’’ was defined (A. Chaushev, /oc. cit.). 


suggests that there has been a tendency in all seven countries 
to specialize further in those classes of investment goods 
where some degree of specialization was already evident in 
1975. But the concomitant rise in the share of Group 2 (ex- 
cept in the Soviet Union) suggests that new lines of specia- 
lization have also been developed especially in the German 
Democratic Republic and, though to a much smaller extent, 
in Poland and Romania. 

The above remarks give some idea of the spread and develop- 
ment of ‘‘specialization’’ revealed by the specialization 
coefficients. A final comment concerns the ‘‘depth’’ of such 
specialization, which can be approached by considering the size 
of the coefficients themselves. 

The size of the coefficient for the total of Groups 1 and 2 was 
highest in Bulgaria, Czechoslovakia, Romania and the Soviet 
Union (2.0-3.6) by 1983. Relatively low coefficients in the Ger- 
man Democratic Republic may result from the fact that the re- 
latively big spread of individual types of investment goods 
produced in what is the most industrially developed of the 
east European countries is not fully reflected at the level of ag- 
gregation used here. In average specialization 
coefficients for the Group | aggregate are bigger than those for 
Group 2. Thus, in most countries the specialization effort ap- 
pears to have been concentrated on those commodities where 
specialization was most advanced in 1975. 
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Statistical appendices 


INTRODUCTORY NOTE 


For the user’s convenience, as well as to lighten the text, the Economic Survey of Europe 
includes a set of appendix tables showing annual changes in main economic indicators over a 
longer time period (1970-1985). 


The data are presented in three sections, following the structure of the text: Appendix A 
provides macro-economic indicators for the ECE market economies, Appendix B does the 
same for the ECE centrally planned economies, and Appendix C collates time series on world 
trade and the development of foreign trade of the ECE countries. 


Except where otherwise stated, time series reflect levels or change in real terms, 1.е., at 
constant prices in case of series measured in value terms. 


Data were compiled from international (United Nations, OECD, CMEA) or national 
statistical sources, as indicated in the notes to individual tables. 


Regional aggregations are ECE secretariat calculations, based on 1975 US dollar weights in 
the case of the market economies and on CMEA estimates of relative per-capita levels in the 
case of the centrally planned economies. 


All figures for 1985 are preliminary estimates, based on data available in the first weeks of 
February 1986. 
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Appendix A. Western Europe and North America 
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